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CAN THE U.S. ELECTRIC GRID TAKE
ANOTHER HOT SUMMER?

WEDNESDAY, JULY 12, 2006

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY AND RESOURCES,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:08 p.m., in room
2154, Rayburn House Office Building, Hon. Darrell E. Issa (chair-
man of the subcommittee) presiding.

Present: Representatives Issa, Westmoreland, Bilbray, Higgins
and Kucinich.

Staff present: Larry Brady, staff director; Lori Gavaghan, legisla-
tive clerk; Tom Alexander, counsel; Dave Solan and Ray Robbins,
professional staff members; Joe Thompson, GAO detailee; Shaun
Garrison, minority professional staff member; and Cecelia Morton,
minority office manager.

Mr. IssA. Thank you, ladies and gentlemen. I call this meeting
to order, a quorum being present.

This is a hearing of the Government Reform Subcommittee on
Energy and Resources. I ask unanimous consent that the gen-
tleman from California, Mr. Bilbray, be permitted to participate in
this hearing today. Without objection, so ordered.

Good afternoon again. Welcome to the subcommittee.

Today, we will highlight FERC’s recently released Summer En-
ergy Market Assessment of 2006, which identified four major geo-
graphic areas of potential critical electrical supply. These areas are
southern California, my home; Long Island, NY; southwestern Con-
necticut; and the Ontario, Canada, area, which affects the Great
Lakes and clearly has an impact into our country because it is a
source for our power.

Each of these areas is particularly vulnerable in the hot summer.
They are also at risk to unplanned outages by local generators and
disruptions in electricity imports from other regions. Each of the
potential U.S. trouble spots were identified, no surprise, in FERC’s
2004 and 2005 summer assessments.

The issue is of paramount importance not only because I have
constituents in southern California who have previously had the
lights go out but because they are important to the economic well-
being of the entire Nation.

The potential for rolling blackouts and supply shortages particu-
larly in these regions would have spillover affects and thus greater
implications for the Nation’s electricity system. Furthermore, sup-
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ply shortages would have a significant negative impact, especially
taking into account the current high price of power.

In addition to hearing today from FERC on its summer assess-
ment, we will hear from regional Independent System Operators
[ISOs] which coordinate electrical transmission and oversee whole-
sale electricity markets in the U.S. trouble spots.

An important question today for our witnesses is: What are you
doing to address the summer’s challenges—bearing in mind these
trouble spots read like a list of the usual suspects from past assess-
ments—and what are you doing in the long term? I'm particularly
interested, assuming we squeeze by this summer, what are we
doin;; for the years ahead, assuming a robust and increasing econ-
omy’

On our first panel today we are pleased and privileged to have,
I believe for the first time by the new chairman, the Honorable Jo-
seph T. Kelliher, chairman, Federal Energy Regulatory Commis-
sion.

Our second panel will be represented by ISOs and a municipal
from southern California. We will be welcoming Mr. Yakout
Mansour, president and CEO of the California ISO; Mr. Mark
Lynch, president and CEO of the New York ISO; Mr. Peter
Brandien, VP of System Operations at the ISO of New England,;
and Ms. Phyllis Currie, general manager of Pasadena Water and
Power, a member of the ISO and a public utility.

I look forward to these witnesses.

[The prepared statement of Hon. Darrell E. Issa follows:]
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COMMITTEE ON GOVERNMENT REFORM
SUBCOMMITTEE ON ENERGY AND RESOURCES

OPENING STATEMENT OF
CHAIRMAN DARRELL ISSA

Oversight Hearing:
“Can the U.S. Electric Grid Take Another Hot Summer?”

(Working Draft)

July 12, 2006

Good afternoon everyone and welcome to our Subcommittee hearing. Today, we will highlight the
Federal Energy Regulatory Commission’s recently released Summer Energy Market Assessment
2006, which identified four major geographic areas with potentially critical electricity supply
issues. The areas are: Southern California; Long Island, New York; Southwestern Connecticut;
and Ontario, Canada, which affects the US states in the Great Lakes region. Each of these areas
is particularly vulnerable to a hot summer and unplanned outages from local generators, as well
as, disruptions in electricity imports from other regions. Each of the potential U.S. trouble spots
was also identified in FERC’s 2004 and 2005 summer assessments.

This issue is of paramount importance not only for my constituents in Southern California, but
also for the entire nation.

The potential for rolling blackouts and supply shortages in particular regions would have
spillover effects and thus greater implications for the nation’s electricity system. Furthermore,
supply shortages would have a significant negative economic impact, especially taking into
account that prices for power are already high.

In addition to hearing more from FERC on its summer assessment, we will hear from the
regional Independent System Operators, which coordinate electricity transmission and oversee
wholesale electricity markets in the U.S. trouble spots.

An important question for our witnesses to answer is, “What are you doing to address this
summer’s challenges?” Bearing in mind the trouble spots read like a list of “usual suspects” from
past assessments, another question you must answer is, “What are you doing to avert a crisis in
the long-term?”
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On the first panel, we are privileged to have here today:

¢ The Honorable Joseph T. Kelliher, Chairman, Federal Energy Regulatory Commission

On the second panel, we have representatives of ISOs and a municipal utility from Southern
California. I welcome:

® Mr. Yakout Mansour, President and CEO, California Independent System Operator

® Mr. Mark S. Lynch, President and CEO, New York Independent System Operator

e Mr. Pete Brandien, VP of System Operations, ISO New England

o Ms. Phyllis Currie, General Manager, Pasadena Water and Power

I look forward to hearing from our witnesses.
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COMMITTEE ON GOVERNMENT REFORM

Subcommittee on Energy and Resources

DARRELL ISS4, CHAIRMAN

Oversight Hearing:
“Can the U.S. Electric Grid Take Another Hot Summer?”

July 12, 2006, 2:00pm
Rayburn House Office Building
Room 2154

BRIEFING MEMORANDUM

Summary:

In May, The Federal Energy Regulatory Commission (FERC) released its Summer
Energy Market Assessment 2006, which identified four major geographic areas with
potentially critical supply scarcity issues. The areas are: Southern California; Long
Island, New York; Southwest Connecticut Ontario, Canada, which affects the US states
in the Great Lakes region. Each of these areas is particularly valnerable to a hot summer
and unplanned outages from local generators or import-related transmission of power
from other regions. Each of the potential US trouble spots was also identified in FERC
summer assessments in 2004 and 2005.

Additionally, each of these areas is managed by an Independent System Operator (ISO),
which is an independent, federally regulated entity established to coordinate regional
transmission in a non-discriminatory manner and ensure the safety and reliability of the
electric system. ISOs also oversee wholesale or bulk electricity markets and are involved
in regional planning activities.

The potential for rolling blackouts and supply shortages in particular regions would have
spillover effects and greater implications for the nation’s electricity system. Furthermore,
supply shortages would have a significant negative economic impact, especially taking
into account that prices for power are already high.

This hearing will examine FERC’s summer assessment as well as those of the ISOs for
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the affected regions. In addition, the hearing will explore the steps FERC and the ISOs
are taking to meet the challenges presented this summer and what they are doing to
address problems over the long term.

FERC’s Summer Energy Market Assessment 2006

FERC’s Summer Energy Market Assessment 2006 predicts potential blackouts and high
electric bills for Southern California; Long Island, New York; Ontario, Canada, which
affects the US states in the Great Lakes region; and Southwest Connecticut. These areas
have been of concern for the last several years, demonstrated by the fact that these areas
have been in previous summer assessments by FERC. The following sections summarize
FERC’s assessment and the challenges presented in the four “trouble spot” areas
identified.

Southern California

Because of tight reserve margins, Southern California is very vulnerable both to peak
demand from periods of heat, and to unplanned outages of generation or transmission
capacity needed to maintain imports of power. This area relies on significant amounts of
imported power, which will keep transmission lines in southern California heavily loaded
much of the time. For example, the California Independent System Operator (CAISO)
expects typical peak demand in Southern California during the summer to be about
27,300 MW with peaks under high load scenarios of more than 29,500 MW. Local
generation, adjusting for likely outages, totals a little less than 20,000 MW. At the peak,
the CAISO expects 10,100 MW to be imported — or fully one-third of Southern
California’s supply.

Consequently, FERC’s Summer Assessment, which is consistent with the North
American Electric Reliability Council (NERC) assessment, is that if loads or unexpected
outages are high, the CAISO will call on more imports to maintain sufficient operating
reserve margins. However, if Southern California has sustained periods of high
temperatures coupled with the unexpected loss of local generation or transmission, the
CAISO may need to shed load through rolling blackouts.

The California Public Utilities Commission mandated resource adequacy requirements
for all Load Serving Entities within their jurisdiction. Load Serving Entities, which
provide electric service to end-users and wholesale customers, are required to procure
energy resources to meet their 90 percent of summer peak demand one year in advance.
In addition, Load Serving Entities are now required to procure energy resources equal to
at least 115 percent of forecasted monthly peak load. Thus, extending forward
contracting reduces spot price effects on customers.



Southwestern Connecticut

Southwestern Connecticut will not have enough local generation and import transmission
capacity to meet expected demand and reliability requirements. Transmission capacity
for imports now operates at its limit and transmission capacity with Southwest
Connecticut is insufficient to support local generation. In addition, no significant
generation or transmission capacity has been added since 2004; current transmission
upgrades will not be completed until 2009.

Southwestern Connecticut is very vulnerable to extended periods of high temperatures
and unplanned outages of local generation or imported transmission. Therefore, the lack
of investment in basic infrastructure within the regions creates probable conditions that
southwestern Connecticut will experience expensive electric prices this summer, but not
rolling blackouts.

Long Island/ New York City

New York City’s recent investment in critical generation infrastructure appears to have
relieved some reliability concerns. However, the power plants are gas-fired and due to
high natural gas prices, the market price for electricity is expected to remain relatively
expensive in the city, though reserves appear adequate. However, Long Island has
supply-demand balances that remain very tight.

Long Island is vulnerable to extended periods of heat and unplanned outages. Therefore,
when supply is tight, such as during an extended period of heat, prices for electricity will
be extremely high. In addition, the New York ISO’s scarcity pricing program,
implemented in 2003, is likely to continue to generate high prices at those times when
tight markets means reserves are being used for energy.

Ontario, Canada

Ontario relies on transmission imports from New York, Michigan, and the Province of
Quebec to meet its demand. Generation and transmission capacity have increased,
stightly, but this has not made up for the increase in demand. Therefore, Ontario, like
most of North America, is vulnerable to extended periods of high temperature and
unexpected outages. Further, Ontario is dependent on imports or power, and it could be
subject to import restrictions if there is a heat-wave in the northeastern United States.

Given its geographical location, if Ontario has a need for emergency energy it could have
a negative effect on the supply in New York and the Midwest, thus increasing the price to
consumers in those regions. In addition, last summer Ontario disrupted imports
frequently, causing a variety of commercial problems. Ontario’s Independent Electricity
System Operator has implemented a day-ahead commitment process which may take care
of this issue for the upcoming summer.



Common Structural Problems

These regions each suffer from structural, not just seasonal, energy problems. The
regions demonstrate the difficulties that the nation is experiencing in meeting its
electricity reliability needs. Common challenges include: funding, siting and
construction of new generation and transmission capacity; regulatory uncertainty; and
volatile fuel supplies and prices.

The present transmission system was developed to fit the regulatory framework
established in the 1920 Federal Power Act, under which utilities served local customers
in a monopoly service territory. The transmission system was not designed to handle
large power transfers between utilities and regions. Enactment of the Energy Policy Act
of 1992 created tension between the existing transmission system and the Act’s new
regulatory mandates: the new competitive generation market encouraged wholesale,
interstate power transfers across an older grid system that was designed to protect local
reliability, not bulk power transfers.

Demand Outstrips Transmission Capacity

According to the Congressional Research Service (CRS) report, Electric Reliability:
Options for Electric Transmission Infrastructure Improvements, electricity demand has
been growing at 2% to 3% per year, but additions to the transmission system have been
growing by only 0.7% per year. This has resulted in transmission lines that are congested
in several regions of United States. Therefore, certain regions of the United States have
very tight reserve margins and are very vulnerable both to high peak demand from
periods of heat, and to unplanned outages of generation or transmission capacity needed
to maintain imports.

Several factors have contributed to the lack of new transmission capacity. First, there is
general consensus that siting new lines is difficult, needing approval of all states in which
the transmission line will be located. However, the Energy Policy Act of 2005 mandates
that the Department of Energy produce a list of “critical corridors” for transmission
infrastructure by August 2006 and DOE is on track to meet this deadline. Furthermore,
these corridors would have “fast track” siting approval process.

Second, some have argued that the current pricing mechanism for transmission is a
deterrent for investors. For example, transmission development remains an area that
competes for investment with distribution investments, which, regulated at the state level,
often carry a higher rate of return than those allowed at the interstate level by the FERC.
Consequently, transmission projects are often terminated. Third, many contend that
regulatory uncertainty has added a level of risk that investors are unwilling to assume.
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Regulatory Uncertainty is a Factor in Lack of Capacity

The Energy Policy Act of 1992 introduced competition to wholesale electric transactions
without a comprehensive plan to address reliability issues and the development of
efficient wholesale markets. Therefore, approximately half of the states have passed
legislation or had regulatory orders to introduce retail competition, each with its own set
of rules for utilities to follow.! In addition, the blackouts of 2003 in the Northeast,
Midwest, and Canada have highlighted the need for infrastructure improvements and
greater standardization of operating rules. Many observers predict that until the electric
power industry reaches a new equilibrium with more regulatory certainty, investment in
transmission infrastructure and technology will continue to be inadequate.

Impact on Fuel supplies

Experts have predicted another active hurricane season, which could periodically curtail
Gulf of Mexico production of natural gas and oil. Although fuel deliverability problems
are possible for limited periods of time (due to hurricanes, etc.), the larger immediate
impact will likely be economic (e.g., higher electricity prices). However, the few new
power plants that are built in the United States are gas-fired plants that are vulnerable to
rapid increases in natural gas prices due to severe weather or scarcity of supply.
According to NERC’s summer assessment, natural gas-fired power plants will comprise
more than 8,000 MW of the approximately 11,800 MW of generation being added this
summer across the United States.

ISSUES TO BE ADDRESSED AT THE HEARING:
e FERC’s summer assessment and forecast by the regional ISOs for the affected
regions;
o The steps FERC and the ISOs are taking to meet the challenges presented this

summer;

s Actions taken by FERC and the ISO’s to address supply and transmission
problems over the long-term.

! Twenty-two states and the District of Columbia have plans to allow for retail choice for electricity.
According to the Energy Information Administration, in 1996, 10 percent of generating capacity was
owned non-utility generators. In addition, to encourage competition, Maine and New Hampshire have
required utilities to fully divest of either generation or transmission assets and California and Rhode Island
have partial divestiture requirements.
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Witnesses:

¢ The Honorable Joseph T. Kelliher, Chairman, Federal Energy Regulatory
Commission

e Mr. Yakout Mansour, President and CEO, California Independent System
Operator

s Mr. Mark S. Lynch, President and CEO, New York Independent System Operator

® Mr. Pete Brandien, VP of System Operations, ISO New England

o Ms. Phyllis Currie, General Manager, Pasadena Water and Power

STAFF CONTACT

Larry Brady, Staff Director
Subcommittee on Energy and Resources
B-349C Rayburn House Office Building
202.225.6427 / 202.225.2392 fax
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Mr. IssA. I ask unanimous consent that the briefing memo pre-
pared by the subcommittee and staff be inserted into the record as
well as all other relevant materials.

I now yield to the ranking member, the gentleman from New
York, for his opening statement.

Mr. HIGGINS. Thank you, Mr. Chairman.

I don’t have an opening statement, but on behalf of ranking
member Diane Watson I would ask that her statement be submit-
ted into the record.

Mr. IssA. Without objection, so ordered.

Mr. HIGGINS. I want to hear the testimony of the expert panel-
ists.

Mr. Issa. Mr. Kucinich, would you have an opening remark?

Mr. KuciNiIcH. I do, thank you, Mr. Chairman.

Today, the Federal Energy Regulatory Commission sits before us
with the 2006 Summer Energy Market Assessment. This Assess-
ment outlines four geographic areas that may be unable to deal
with the surge in electricity demand this summer. Blackouts are
possible in those areas.

I want to thank FERC for identifying these areas before we set
into the hottest days of summer. But I want to point out that this
list is substantially similar to the lists of past years. I hope that
FERC will explain to the committee today why these areas con-
tinue to reappear on the list, year after year.

I would also like to note for the record that in the 2003 Summer
Energy Market Assessment, FERC failed to identify Ohio as an
area of concern. Shortly thereafter, in August 2003, the United
States suffered its largest blackout ever. This blackout began in
Ohio, and it spread across much of the northeastern United States
and Canada. I think most people remember it. If we are to believe
FERC’s prediction for 2006, we need to be confident that the Fed-
eral Energy Regulatory Commission overcame its past short-
comings that contributed to the 2003 blackout.

Let me remind the subcommittee that deregulation of this energy
market was and still is creating reliability problems. First Energy,
like many power companies, was driven by a motivation to put
profit above the public interest. This culture has led to a lack of
maintenance and deterioration of their infrastructure. These fac-
tors played a key role in the 2003 blackout that caused 50 million
people to lose power.

The U.S.-Canada Power System Outage Task Force Interim Re-
port found that First Energy bears significant responsibility for the
largest blackout in U.S. history. Essentially, First Energy, in its
bid to maximize profit, caused an estimated $6 billion in economic
losses. Reliability is the cornerstone of responsible electricity pro-
duction, and in a deregulated market the regulator has to step up
and ensure reliability is not sacrificed for greater profits. I hope the
Federal Energy Regulatory Commission understands this.

The excessive electricity rates paid by the American people
should come at least with a guarantee of reliable service. Instead,
deregulation has driven prices higher and made our electricity sys-
tem more visible to disruption. We are paying more for worse serv-

1ce.
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Thank you very much, Mr. Chairman, for holding this hearing;
and I look forward to the testimony of the witnesses.

Mr. IssA. Thank you, Mr. Kucinich.

For all Members, there will be 5 legislative days in which to sub-
mit their opening remarks.

With that, I would like to ask not only Chairman Kelliher but
all the other witnesses to please rise and take the oath according
to our committee’s rules. Also, anyone who is going to provide ac-
cess and speak on behalf, please raise your right hand.

[Witnesses sworn.]

Mr. IssA. The record will show that everyone answered in the af-
firmative, including a very darling young child.

Mr. Chairman, we normally ask you to stay within 5 minutes. By
unanimous consent, your entire testimony will be in the record, so
you are free go off of that if you dare. Thank you.

STATEMENT OF JOSEPH T. KELLIHER, CHATIRMAN, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. KELLIHER. Thank you, Mr. Chairman.

Mr. Chairman, members of the subcommittee, thank you for this
opportunity to appear before you to discuss the Commission’s Sum-
mer Energy Market Assessment and the measures we have taken
to assure adequate electricity supply and enhance the interstate
electric transmission grid. The Energy Policy Act of 2005 gave the
commission important new regulatory tools to address both market
and reliability issues, and I welcome this chance to review current
market issues and to report to you on how we are using the new
authorities you gave us just last year.

Mr. Chairman, first of all, let me start by commending you for
holding this hearing. Six years ago, an electricity crisis began in
California. It quickly extended to the rest of the West and endured
for a year. The reason the California crisis expanded and became
the western power crisis is that California is not a distinct and sep-
arate electricity market. It is part of a broader western electricity
market, and I think it is important. That event demonstrates the
nature of wholesale power markets in the United States. Power
markets are not neatly defined by State boundaries, but we also
don’t have a national electricity market. Instead, we have a series
of regional markets, and there is significant differences among
those regions.

Now, wholesale power markets are also international. The
United States is fully interconnected with Canada and with part of
Mexico. So wholesale power markets are actually in some instances
both regional and international. I think that is one reason the
Commission looked at the Ontario market this year, because it
clearly has effects in the United States; and I go through that in-
troduction really to emphasize that problems in southern California
do not remain within southern California and they can extend and
affect other markets. So I want to commend you for the focus of
this hearing today.

Now the Commission staff prepares an assessment of energy
market conditions before each summer electricity cooling season
and each winter natural gas heating season. These reports high-
light major changes from years before and areas of potential con-
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cern for the upcoming season; and, overall, there has been improve-
ment over the past year.

The Assessment noted four geographic areas in North America
that could face problems this summer: southern California, Long
Island, southwest Connecticut and Ontario, with implications for
adjoining markets in Michigan and New York. Now in all four
areas supplies appear to be adequate to meet normal demands on
the system, but all four regions could be at risk if the demand is
high or key parts of the generation or transmission system have
unplanned outages. Under these conditions, prices could be high
and some load may need to be shed.

Now each of these areas has already been tested by some periods
of early summer heat; and, so far, there have been no major prob-
lems. In most regions, however, July and August are the times of
greatest vulnerability to sustained high heat, so we are not out of
the woods yet. Moreover, looking beyond the summer, all four of
these areas that were the focus of the Commission’s Assessment re-
main at greater risk of electricity supplies tightened in future
years.

Now turning to the four regions identified in the Assessment,
southern California faces another summer of tight supply in an
area of fast-growing demand. The region depends very heavily on
imports from northern California, from the Pacific Northwest and
the Southwest, particularly at peak. In their high-load scenario,
southern California needs to import 10,000 megawatts, fully a third
of its supply. That is a much higher dependence on imports than
we see in most other parts of the country. Since last year, trans-
mission upgrades have helped import capability somewhat, but net
generation growth in southern California barely covered load
growth.

Now, southwest Connecticut in the Northeast, southwest Con-
necticut again faces a very tight balance between supply and de-
mand. Combined local generation and import capability are not suf-
ficient to meet expected demand and reliability requirements.
Transmission capacity for imports now operates at or near its limit,
while transmission capacity within the region cannot fully support
local generation or the addition of new generation.

The region had not added significant generation or transmission
capacity since 2004. While transmission upgrades are under way,
they will not be complete until late 2009; and until those upgrades
are completed, the infrastructure in southwest Connecticut remains
very fragile.

Now New York City and Long Island pose longstanding chal-
lenges for the electric system. The Assessment noted key improve-
ments in New York City as recent generation investments begin to
relieve some reliability concerns. But on Long Island, however, the
balance of supply and demand remains tight. Imports from upstate
New York and New England are still crucial for Long Island, and
the area remains exposed to the risks of heat and unplanned gen-
eration and transmission outages.

During last 2 weeks, two of the four major transmission lines
into New York City from upstate New York have failed. The loss
of these two lines means that New York City as well as Long Is-
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land will be tested during any periods of sustained hot weather
this summer.

Now, finally, the Assessment touched on the Canadian province
of Ontario, which imports power from adjacent U.S. electricity mar-
kets in New York and the Midwest as well as the province of Que-
bec. The Assessment noted the North American Electric Reliability
Council’s view that Ontario has already lost some of its tight capac-
ity margin since last summer, and our concern is the effects that
Ontario demand and the operation of the Ontario market may have
the U.S. markets. As indicated earlier, wholesale power markets
can be both regional and international, and this is certainly one
case of that.

Part of the problem last summer related to Ontario market rules,
and I want to praise Ontario regulators. Since last summer, they
have changed those rules and adopted day-ahead scheduling earlier
this summer, so I think they should be commended for that action.

The problems in the areas studied in the Seasonal Assessment
have certain common features. At its most basic level, it is clear
that adequate infrastructure is necessary in order to meet demand.
Infrastructure is both generation and transmission, the ability to
generate electricity supply and the ability to transmit it to where
it is needed. It is absolutely necessary that the relationship be-
tween adequate infrastructure and prices and reliability be under-
stood and be appreciated. To the extent that infrastructure is inad-
equate, prices will be higher and reliability will be undermined. It
is the inevitable consequence.

Now the question is how to ensure there is enough transmission
investment to deliver power to the areas that need it and enough
generation to be able to meet demand, especially in highly popu-
lated load pockets. And the question is also how do we assure reli-
ability in the bulk power system.

Now we are acting in these areas. One of the Energy Policy Act’s
major goals is to strengthen the U.S. energy infrastructure, espe-
cially the transmission grid. And transmission underinvestment is
a national problem. The United States has had a sustained period
of underinvestment in the transmission grid that goes back to the
1970’s. If you look at the transmission grid, the expansion of the
transmission grid last year in terms of circuit miles was 0.5 per-
cent, which is pretty close to zero.

Now recognizing that is a national problem, we are developing a
national solution. We have issued proposed transmission pricing
rules to spur greater investment in transmission, and we are mov-
ing to finalize those rules in the near future.

Now in passing and enacting the Energy Policy Act, Congress de-
termined that some Federal transmission siting authority was
needed to lower barriers to adequate investment in the trans-
mission grid. The Commission and the Department of Energy have
been working very closely over the past year to implement the
transmission siting provisions in the new law, and last month the
Commission issued proposed rules to implement the Federal transi-
tion siting provisions.

The Commission has also been acting to ensure resource ade-
quacy or adequate electricity supply. This is a complicated area—
as you can see from that protest over there—but it is a complicated
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area in large part because the Federal and State jurisdiction is im-
perfect in this area. Neither Federal nor State regulators have per-
fect jurisdiction to assure resource adequacy. That means that we
must collaborate and work closely with State regulators and, to the
greatest extent possible, since electricity markets are regional in
nature, to develop regional solutions to regional problems.

I'd like to highlight for a moment a recent settlement that we ap-
proved that would assure resource adequacy in New England. I
think it is useful to spend a minute or a part of a minute on this
process to show

Mr. IssA. Without objection, the gentleman will have another
minute.

Mr. KELLIHER. Thank you—on now necessary and difficult it is
to address regional resource adequacy issues.

As the Summer Assessment noted, part of New England faces
the prospect of electricity supply problems, if not this summer but
very soon. Demand for electricity in this region has been growing
and égrowing quite fast, and supply is not increasing to meet de-
mand.

Last year, the New England region as a whole added a total of
11 megawatts in new generation and new electricity supply—11
megawatts—while peak demand rose by 2,700 megawatts. That is
exactly the kind of trend we saw in California leading up to the
California electricity crisis, a sustained period of a number of years
where demand far outstripped supply.

Now the New England region faces the real prospect of supply
shortages and high prices in the near future. ISO New England
proposed a locational installed capacity plan, or LICAP, to address
this resource adequacy problem. This proposal generated consider-
able controversy and was an area of interest to members and sen-
ators from the region, and the Commission urged the parties to en-
gage in settlement discussions around an alternative to the LICAP
proposal. We authorized settlement discussions and appointed a
settlement judge; and I am happy to report that, in the end, there
was a very significant settlement. Out of 115 parties, 108 settled.
The region developed a regional solution to this problem, and we
ended up adopting the regional solution.

Finally on electric reliability, the Commission has acted very
quickly to implement the reliability provisions of the Energy Policy
Act. We have issued rules to govern the certification of the electric
reliability organization, and we’re moving ahead to consider and ul-
timately adopt enforceable mandatory reliability standards and to
ensure that we have a very strong regime of enforcement of reli-
ability standards.

So were taking actions to address, as you highlighted in your
opening statement, these problems in the long term. So thank you
for your attention.

Mr. IssA. Thank you, Mr. Chairman.

[The prepared statement of Mr. Kelliher follows:]
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The Commission Staff’s Summer Assessment reported improved supplies for
natural gas and hydroelectric power production. Electric generators have been building
coal stockpiles after starting the year at low levels. It noted four regions of possible
concern for the summer of 2006: Southern California, Southwest Connecticut, New York
City and Long Island, and the areas adjoining Ontario in Canada. In each case, unusually
high levels of temperature and unplanned outages could stress the electric grid.

Recently, transmission line outages into New York City have at least partially offset the
value of new generation added since last year.

The Commission is working hard to ensure affordable, reliable electric power both
in the areas of immediate concern identified in the summer assessment and more
generally around the country. For electric transmission, we are poised to use a key
provision of the Energy Policy Act of 2005 (EPAct) to implement incentive pricing for
transmission. We have worked closely with the Department of Energy to implement the
EPAct provision allowing federal siting of electric transmission in national interest
transmission corridors that the Department of Energy may designate. We are ready to act
on construction permits for transmission lines within designated corridors.

To ensure resource adequacy, we are working with regional transmission operators
around the country to create mechanisms like capacity markets, even when these
measures may become controversial. We recently approved a Forward Capacity Market
for New England for this purpose. It addresses one of the most pressing regional needs in
the country.

Finally, we are moving rapidly to implement the reliability provisions of EPAct.
We issued rules to certify an Electric Reliability Organization (ERO) last winter. 1
expect final action on certifying an ERO very soon. We are now also actively preparing
to act on reliability standards when they are submitted.
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July 12, 2006.

Mr. Chairman and Members of the Committee:

Thank you for this opportunity to appear before you to discuss the Commission’s
Summer Energy Market Assessment and the measures we have taken to facilitate
resource adequacy and to enhance the interstate electric transmission grid. The Energy
Policy Act of 2005 (EPAct) gave us important new tools to address both market and

reliability issues in each region. I welcome this chance to review current market issues

and to report to you on how we are using the new authorities you gave us.

I. The Summer Assessment

1 will begin with the Commission’s Summer Assessment. The Commission’s staff
prepares an assessment of energy market conditions before each summer’s electric
cooling season and winter natural gas heating season. These reports highlight major
changes from the year before and areas of potential concern for the upcoming season.

The staff presented the Summer 2006 Assessment at our Commission Meeting

held on May 18. The Assessment was generally reassuring.
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A. Hydroelectric and Fuel Supply

Hydroelectric conditions in the West are far better this year than last, providing a
margin of safety throughout the region, at least for the beginning of the summer.

Natural gas prices have fallen compared to oil. In Florida and New York, regions
where fuel-switching is important, we have seen significant levels of switching from oil
to natural gas. As a result, more gas is being used for generation nationally, but at prices
15 percent lower on average around the country than they were a year ago before the
hurricanes.

Coal stockpiles early in the year, on the other hand, were at relatively low levels
compared with most recent years. Low stockpiles were especially prevalent in regions
served by Western Powder River Basin coal. I am pleased to report to you that on June
15, the Commission held a public discussion on rail deliveries of Western coal and
possible effects on reliability. Representative of both the electric utility industry and the
railroad industry provided their perspectives on the issues. Good, timely statistics about
coal deliveries are hard to come by, but our staff has tracked what appears to be some
improvement recently.

The Assessment noted four geographic areas in North America that could face
problems this summer: Southern California, Long Island, Southwest Connecticut, and
Ontario with implications for adjoining markets in Michigan and New York. In all four
areas, supplies appear to be adequate to meet normal demands on the system. But all
four regions could be at some risk if loads are high or key parts of the generation and

transmission system have unplanned outages. Under these conditions, prices could be

2
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high and some load might need to be shed.

Before I turn to the four regions individually, I want to note that each has already
been tested by some periods of early summer heat. So far, there have been no major
problems in any of the four regions. Still, this is not the time for complacency. In most
regions, July and August are the times of greatest vulnerability to sustained high heat.
Moreover, looking beyond this summer, all four regions remain at greater risk if fuel
supplies tighten in future years.

B. Southern California

Turning to the four regions identified in the Assessment, Southern California faces
another summer of a tight supply in an area of fast growing demand. The region depends
heavily on imports from northern California, the Pacific Northwest and the Southwest,
particularly at peak. Under high load scenarios, Southern California needs to import
10,000 megawatts (MW), fully a third of its load. Since last year, transmission upgrades
may have helped import capability somewhat, but net generation growth barely covered
load growth.

If loads or unplanned outages are high, the California Independent System
Operator (ISO) will call on interruptible demand and demand response to maintain
adequate operating reserve margins. Under extreme — and fairly unlikely - conditions,
the ISO might again need to shed load through rolling blackouts in Southern California.

Southern California faced its first test for this summer when hot weather covered
the whole West for several days two weeks ago. No major problems emerged during this

period. That is good news. But it is important to remember that August and September
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are likely to bring greater challenges, as hydropower reserves are drawn down and
temperatures rise further.

C. Southwest Connecticut

In the Northeast, Southwest Connecticut again faces a very tight balance between
supply and demand. Combined local generation and import capacity are not sufficient to
meet both expected demand and reliability requirements. Transmission capacity for
imports now operates at or near its limit while transmission capacity within the region
cannot fully support local generation. The region has not added significant generation or
transmission capacity since 2004. Under current plans, there will be some improvement
in transmission inside the region later this year. Transmission upgrades for imports will
not be completed until late 2009.

As in Southern California, the most important threats to electricity markets in
Southwest Connecticut come from extended periods of summer heat and from unplanned
outages. Widespread heat in the northeastern United States could limit imports into
Southwest Connecticut also. Overall, the fragility of the infrastructure into and within
the region makes summer probiems possible and maybe even likely.

D. New York City and Long Island

New York City and Long Island pose long-standing challenges for the electric
system. The Assessment noted key improvements in New York City, as recent
generation investments began to relieve some reliability concerns.

On Long Island, however, the balance of supply and demand remains tight.

Imports from upstate New York and New England are still crucial for Long Island and

4
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the area remained exposed to the risks of heat and of unplanned generation and
transmission outages.

During the last two weeks, two of four major transmission lines into New York
City from upstate New York have failed. They will be for some time. Our Division of
Reliability is consulting closely with the affected transmission owner to ensure that the
outages have no reliability effects. Nonetheless, the loss of these two lines means that
New York City as well as Long Island will be tested during any periods of sustained hot
weather.

E. Ontario

Finally, the Assessment touched upon the Canadian Province of Ontario, which
imports power from adjacent U.S. electric markets in New York and Michigan, as well as
the Province of Quebec. The Assessment noted the North American Electric Reliability
Council’s view that Ontario has lost some of its already-tight capacity margin since last
summer,

Our concern is the effects that Ontario demand may have on U.S. markets.
Demands for emergency energy could make balancing supply and demand in New York
and in the Midwest more difficult and more costly. Ripple effects could be felt in PIM
and New England as well.

1I. Commission Actions

All four of the areas identified as concerns in the Seasonal Assessment involve
two key problems: how to ensure that there is enough transmission investment to deliver

power to the areas that need it and how to ensure that there is enough generation available
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to keep the lights on, especially in highly populated load pockets. With EPAct, Congress
gave the Commission new tools to help address these concerns among others, including
reliability. I am pleased to report to you the progress the Commission has made in using
those new tools.

A. Transmission Investment

Let me start with transmission. Our nation's transmission system has suffered
from underinvestment for years. In 2004, the interstate transmission system expanded by
a total of 0.6 percent in circuit miles. Transmission congestion has risen steadily since
1998.

One of EPAct’s major goals is to strengthen our energy infrastructure, especially
the transmission grid. Transmission underinvestment is a national problem. We need a
national solution. Using important provisions of EPAct, the Commission is addressing
two key impediments to transmission investment: the failure of transmission rates to give
a strong enough incentive for investment and the difficulty in siting new lines.

Transmission investment will not return unless the rates companies are allowed to
charge for transmission give them a strong enough incentive to invest in new
transmission. Accordingly, we issued proposed rules on November 17, 2005, to
implement incentive pricing for transmission under EPAct. The goal of the proposed
rules is clear: secure greater investment in the transmission grid. A stronger transmission
grid will increase electric system reliability and promote greater wholesale competition.

Our proposed rules encourage investment in transmission in all regions, by both

vertically integrated utilities and transmission companies. Transmission companies are a
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proven vehicle for transmission investment. Internal analysis at the Comumission shows
that transmission companies are investing five times as much as prior owners. We want
to reinforce that success. The Commission has been working on transmission pricing
reform for nearly three years. We are hoping to issue a final rule very soon.

B. Transmission Siting

Siting is the second major barrier to transmission investment. In enacting EPAct,
Congress recognized that a robust transmission grid is important to both assure reliability
and support competitive markets and that some federal transmission siting authority was
needed to lower barriers to major transmission projects.

EPAct, therefore, authorizes siting of interstate electric transmission facilities in
“national interest electric transmission corridors” designated by the Department of
Energy. The Department is working on its congestion study, which is expected to be
issued in early August. At some point after August, the Department may begin
designating these corridors.

I want to congratulate the.Department of Energy for its work on the congestion
study and to express my confidence in its ability to designate transmission corridors in a
timely manner, consistent with the statute. The Commission and the Department of
Energy have been working closely and productively. In particular, I want to commend it
for the recent delegation order, which delegated to the Commission lead agency status
once a permit application is filed.

We will be ready to act on construction permits. Last month, even as the

Department of Energy completes its congestion study, the Commission issued proposed
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rules to implement the transmission siting provisions of EPAct. These rules will govern
the issuance of construction permits by the Commission for projects that meet the
statutory criteria. My intent is to have the Commission’s final transmission siting rules in
place by the time the Department of Energy may begin designating transmission
corridors.

In talking about transmission siting, I want to emphasize two points. First, EPAct
gives the Commission a carefully limited role that supplements state authorities rather
than supplanting them. Second, the Commission is well qualified to do the work of siting
new transmission facilities when the law calls upon it to do so.

The federal transmission siting provisions differ profoundly from those that
govern natural gas in that they do not preempt the states and do not provide for exclusive
federal siting. In fact, I expect that states will continue to site most transmission projects
under state law.

We are also well-equipped to handle those projects that we do site. In those cases,
the role we are assigned is familiar to us from our work in siting gas pipelines, something
we have been doing for decades. In the past five years alone, we have sited more than
8,000 miles of pipelines. For natural gas pipelines, it now takes us an average of only 11
months to go from a filing through the full comprehensive review needed to approve
construction. I have no doubt we will be able to site transmission projects as efficiently
and fairly as we site natural gas pipelines, when we are called upon to do so.

C. Electric Generation Adequacy

Transmission reform addresses half of the issues raised for load pockets in the

8
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Summer Assessment. Ensuring generation adequacy is the other half. The Commission
and regional transmission operators around the country have recognized the issue and
have worked hard to create mechanisms, such as capacity markets, to address them. 1
would like to focus on a settlement we recently approved in New England to address the
issue for a region with a particularly pressing version of the problem. The process shows
both how necessary and how difficult it is to address regional resource adequacy issues.

As the Summer Assessment noted, parts of New England face the prospect of an
electricity supply problem, if not this summer, then very soon. Demand for electricity in
the region is growing. Supply is not increasing to meet demand. Last year New England
added 11 MW of new generation while its peak demand rose by 2,700 MW. The region
faces the prospect of real supply shortages and very high prices.

We have seen a consensus in New England for some time around these basic facts,
though there are disagreements about how soon supply shortages and high prices might
be realized.

ISO New England proposed a location installed capacity proposal (LICAP) to
address the problem. This proposal generated considerable controversy, largely because
resource adequacy is not cheap. Many in the region felt they had not had the opportunity
to develop a workable alternative. In response, we urged the parties to engage in
settlement discussions around an alternative to the LICAP proposal. We authorized
settlement discussions and appointed a settlement judge.

These discussions were productive, and resulted in a settlement that we approved

this spring that establishes a new Forward Capacity Market for New England.
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The great majority of the parties settled. They realized that it was better for the
region to propose a regional solution to this serious problem facing New England. They
negotiated in good faith on a series of difficult issues. They acted responsibly. They also
trusted that the Commission would give the views of the region appropriate deference. I
want to commend the settling parties for working collaboratively to reach this settlement.

Despite the lack of unanimity, we found that the settlement was just and
reasonable, and that the newly established Forward Capacity Market will serve to assure
adequate electricity supply and just and reasonable wholesale power prices in New
England.

Our decision remains controversial — some in the region have criticized it.
Resource adequacy decisions are never easy. But this decision was necessary. In the
end, I would prefer to be criticized for acting to prevent a crisis, a crisis New England

knows is coming, than for failing to be proactive.

D. Electric Reliability

I will end by noting tha't the matters I have spoken of today are only a part of the
Commission’s response to Congress’s intent in enacting EPAct. Most importantly, we
have acted swiftly to implement the reliability provisions of the statute.

EPAct requires the Commission to issue rules to certify an Electric Reliability
Organization (ERO), establish North American and regional reliability standards,
authorize delegation of enforcement responsibility from the ERO to regional entities, and

oversee the enforcement of mandatory reliability standards.
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We issued proposed rules only three weeks after EPAct was signed into law.
Parties filed roughly 1,700 pages of comments on the proposed rule. We reviewed the
comments thoroughly, and they helped shape the final rule, which we issued early last
winter.

The final rule is faithful to the law. EPAct gave the Commission the duty of
assuring the reliability of the bulk power system. We will exercise that duty by certifying
an ERO, carefully reviewing proposed reliability standards, approving standards that
provide for reliable operation of the bulk power system, remanding those that do not, and
working to improve reliability standards over time. We will review proposed reliability
standards to assure that they not only have technical support but also are written to be
enforceable against “all users, owners, and operators of the bulk power system,” as
required by law.

I am committed to faithfully executing the EPAct as Congress intended, including
appropriate regional differences in reliability standards. The law does not provide for
absolute uniformity in reliability standards. Under EPAct, regional entities will propose
regional standards or variances to the ERO, which can then propose to the Commission
those regional standards that it has approved. I take this provision seriously. Congress
would not have provided for consideration of regional standards or variances if it had
intended a “one size fits all” approach.

With the Final Rule in place, we are now moving forward expeditiously with
certifying the ERO. T expect final action on this very soon.

Meanwhile, we have improved our ability to discharge our duties once an ERO is

11
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certified and reliability standards established. Last fall, I directed Commission staff to
hold a series of technical conferences with industry and stakeholders to review current
North American and regional reliability standards, including procedures for establishing,
approving, and enforcing electric reliability standards. As part of this effort, Commission
staff released a report entitled “Staff Preliminary Assessment of the North American
Electric Reliability Council’s Proposed Mandatory Reliability Standards” on May 11th of
this year.

Last week, the Commission itself held a technical conference to hear reaction to
the Staff’s report, Assessment of Reliability Standards. Not surprisingly, given the
importance of the issue, all of the Commissioners attended and played an active role in
the discussion. These proceedings will help establish a record that will assist the
Commission to issue a Notice of Proposed Rulemaking this fall to act on each of the
reliability standards that have been submitted.

In conclusion, the Commission is working hard to ensure reliable, affordable
electric power for Americans, both in the areas of immediate concern identified in our
summer assessment and more generally around the country. Thank you again for giving

me this opportunity to speak, and I will be happy to answer any questions you may have.
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Mr. IssA. I'm going to waive my opening round of questions so
that we can get to each of the Members here because of the likeli-
hood that some of them will have to go in and out.

Suffice to say only one thing, which is we have had discussions
about how to deal with pump storage and how to price it as ad-
vanced transmission; and I recognize that it is a process question,
in addition to a pricing question. I also recognize that there are
current matters you won’t be able to speak to. What I would like
to do is give you more time throughout this, and if there is time
remaining we will talk on the record about it. Then, if there is not,
I would like to submit for the record so that we can have an in-
depth discussion of how we are going to progress to promoting this
advanced transmission system in every place appropriate around
the country. Is that agreeable?

Mr. KELLIHER. Yes, sir.

Mr. IssA. I thought it would be. Thank you.

With that, vice chairman, Mr. Westmoreland, please start the
opening round of questions.

Mr. WESTMORELAND. Thank you, Chairman Issa.

Mr. Chairman, thank you for being here.

Mr. KELLIHER. Thank you.

Mr. WESTMORELAND. Some people have stated in the not-so-dis-
tant future reserve margins in certain areas will be at a critical
level. I know that transmission has been cited as a solution to this
problem, but I feel there needs to be greater emphasis placed on
increasing our total energy supplies. What do you see being done
to increase new generation?

Mr. KELLIHER. Well, there have been different approaches taken
in different regions. One fact that isn’t really commonly understood
is that the United States, over the past 10 years, have we added
electricity supplies? How have we met demands for the past 10
years? Most of that electricity supply over that period has been
built by independent power producers. Something like 74 percent
of the electricity supply built over that year has been built my non-
utilities.

That trend has changed recently. Right now, if you look at most
power plants under construction, I believe the majorities right now
are being built by utilities, vertically integrated utilities. The
United States has met electricity supply in different ways over
time. If you were to go back 40 years, how did we build electricity?
It was built completely by vertically integrated companies without
exception.

In the 1980’s, it started being built largely by independent power
producers backed by long-term purchase contracts signed by the
utility as the buyer and then resold to retail consumers. Five years
ago, it was built by nonutilities who were building completely at
risk, building multibillion dollar facilities without any contract to
sell any of the output. Now that means of building power plants,
perhaps that one is not going to be tried again. The risk ended up
being much higher than I think the generators anticipated.

Now we are in a period where the balance has shifted back to
the utilities building. The question really is, is that a temporary
shift? I think probably the right answer is we have different kinds
of wholesale power markets. In some wholesale power markets,
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there is not much left of vertical integration. For example, New
England. In New England, by virtue of State action, not FERC ac-
tion or Federal action, most generation was divested by the utili-
ties. So, in New England, the vast majority of supply is met by
independent power producers, and I think it would be very difficult
to undo that.

But in other regions of the country vertical integration remains
the norm. So I think, probably the correct answer, there is very sig-
nificant differences among the wholesale power markets in this
country. In one region, the solution to meeting supply needs would
probably be the independent power producer and in another it
might be the vertically integrated incumbent utilities. In others, it
will probably be both under some State competitive bidding proc-
ess. If the utility ends up being the low bidder, perhaps it is per-
fectly reasonable for them to be the builder, but they may not be.

Mr. WESTMORELAND. Thank you.

One followup question, if I could, Mr. Chairman.

The FERC recent study explained that, in areas of this country,
who are in danger of potentially critical supply. Who is responsible
for addressing reliability? I know you mentioned the reliability fac-
tor versus the cost and the transmission. Is it FERC’s job to ad-
dress the reliability? Is it a State issue? Is it a regional issue? And
should it be passed along to that ratepayer such as—I live in Geor-
gia, and we have a great power company there, but should that in-
crease of somebody else’s reliability service be passed on to that
ratepayer?

Mr. KELLIHER. Well, there are different senses of reliability. In
terms of reliability, if you mean in the Energy Policy Act of 2005
sense, the reliability of the bulk power system, those we will set
standards at FERC, and those standards will assure reliability of
the bulk power system, and the cost of those standards will be re-
covered and be passed through.

If you are talking about reliability in a broader sense in terms
of supply reliability, that’s the area that I pointed out it was very
complicated, where State and Federal jurisdiction is imperfect. We
don’t have jurisdiction over power plants. We don’t have jurisdic-
tion—except when they are sold. We review a sale from a market
power point of view.

But in terms of building a power plant, it is sited by States
under State law. The States have that jurisdiction. States have ju-
risdiction over the utilities, the State-regulated utilities; and they
would be responsible for making sure the State-regulated utility
has adequate supply.

We have jurisdiction over wholesale power sales and wholesale
power rates. Now there is certainly a relationship between the two,
but we, by and large, we don’t have jurisdiction over the State-reg-
ulated utility and the decisions it makes on how to meet supply.
That’s typically something that’s overseen by the State commis-
1s{ions., the State regulators. We would regulate the wholesale mar-

et.

Mr. WESTMORELAND. So you don’t have control over the whole
grid system?

Mr. KELLIHER. We have jurisdiction over the interstate trans-
mission system, and we have jurisdiction over the wholesale power
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sales, not wholesale power purchases. The lines—a lawyer can
draw the lines neatly. An economist would probably blanch at the
notion of some of these distinctions.

States have jurisdiction over retail sales and retail consumers.
We have jurisdiction over wholesale power sales and utilities when
they are selling power for resale. Any sale that is not to an ulti-
mate consumer, like an industrial or residential consumer, we
would have jurisdiction over because that is a wholesale sale or a
sale for resale. But you have two markets, retail and wholesale
market. One is federally regulated and one is State regulated, but
they clearly have effects on one other.

Mr. WESTMORELAND. I was going to say that.

Thank you, Mr. Chairman.

Mr. IssA. Thank you, good round of questioning.

Mr. Kucinich.

Mr. KucINICH. Thank you very much, Mr. Chairman.

Mr. Kelliher, does the FERC monitor utility efforts to ensure reli-
ability of the transmission system?

Mr. KELLIHER. We are currently in the process under EPAct—Dbe-
fore the Energy Policy Act was enacted, FERC had no authority to
enforce reliability standards, let alone penalize anybody for violat-
ing reliability standards. I think that is one of the effects of the Au-
gust, 2003, blackout. Congress gave us that authority.

We are in the process of reviewing 102 proposed reliability stand-
ards, and we will soon propose adopting certain aspects of those
standards. We are also in the process of certifying an electric reli-
ability organization. We are really faithfully executing the model
that Congress set up where what Congress wanted was to be a self-
regulating organization, an industry organization. We would certify
them if they had the expertise and independence to develop the re-
liability standards. We would review and approve them, make
them enforceable. But the first responder on enforcement would be
regional entities and the electric reliability organization. We would
be the ultimate enforcer.

Mr. KuciNIcH. Well, in connection with that, then how do you
ensure utility maintenance? Are you monitoring utility mainte-
nance? And, if not, who is?

Mr. KELLIHER. Maintenance that is necessary to comply with re-
liability standard, we would ultimately ensure—we would ulti-
mately enforce those requirements. We would do so through audits.
We would do so through the prospect of civil penalties of a million
dollars per day per violation.

Mr. KuciNICcH. What degree of granularity do you have here? For
example, going back to our experience of 2003 which made many
of us in Ohio experts on utility blackouts, we know that the utility
in question, First Energy, was not properly maintaining their
transmission system.

Mr. KELLIHER. Yes, sir.

Mr. KUCINICH. So my remarks earlier about how—you know,
what are we doing in 2006 that we didn’t do in 2003? How specific
is the monitoring of the utility performance on a critical issue of
maintenance?

Mr. KELLIHER. Maintenance in terms of tree trimming?

Mr. KucINICH. Maintenance in terms of transmission.
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Mr. KeELLIHER. Well, the principal maintenance—let’s hypoth-
esize the principal maintenance with respect to a transmission fa-
cility is vegetation management. Vegetation management has been
a common cause to all the regional blackouts that have occurred in
this country going back to the 1960’s, so it is going to be

Mr. KuciNICH. I am not talking about vegetation management.
I am talking about vegetating management. I'm talking about man-
agement which is not hiring enough people to do the maintenance.

That was one of the issues in Ohio, by the way. You can have
a great plan for managing trees interfering with transmission lines
or distribution lines, but if you don’t have enough people—this is
the fundamental question. What I saw in Ohio is that First Energy
was actually laying off people who would be used to be able to keep
the transmission lines clear.

My question again to you is, how specific would be your monitor-
ing of utility maintenance of the transmission systems?

Mr. KELLIHER. The way the law was structured was most en-
forcement would be done at the regional level with regional enti-
ties—we would approve a delegation of enforcement authority from
the North American body, the electric reliability organization, to
regional entities. We would in turn oversee both the electric reli-
ability organization and the regional entities.

It is critical that the regional entities’ enforcement be strong and
credible and consistent. Ultimately, I think what would ensure that
a company subject to reliability standards complies with those
standards was a million dollars a day multiplied over a year ends
up being a pretty substantial amount of money. And that kind of
violation—let’s assume somebody violates the vegetation manage-
ment standards. That would be a continuing violation every day for
a sustained period of time, and a million dollars a day times 365
starts becoming significant. And I think it gives—you were con-
cerned about financial incentives. I think it gives them a financial
incentive to have a strong maintenance program.

Mr. KuciNicH. Thank you.

I have just one quick final question. I see in your report you say,
with respect to Ontario, our concern is the effects that Ontario de-
mand may have on U.S. markets, and you go on to say that de-
mands for emergency energy could make balancing supply and de-
manld in New York and in the Midwest more difficult and more
costly.

Are you then saying that if Ontario has a need for emergency en-
ergy it could have a negative effect on the supply in New York and
the Midwest, thus increasing the price of power to consumers in
these regions? And if you are saying that, how much of a price in-
crease could people be looking at?

Mr. KELLIHER. I couldn’t estimate what a possible price effect
might be.

But, as you pointed out earlier, on August 14, 2003, an event in
Ohio led to blackouts in Canada and then through Canada into
New York. These markets, they are physically interconnected; and
there is also significant transactions throughout the interconnected
markets. So there can be price effects. As we saw in the West, inci-
dents in California extend across not just 11 States but two Cana-
dian provinces. So it can happen.
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Mr. KuciNicH. Thank you, Mr. Chairman.

Mr. IssA. With that, we go to the lightning round in order to get
the chairman out of here when we leave for our votes.

Mr. Bilbray.

Mr. BiLBRAY. Mr. Chairman, both the Los Angeles and San Diego
region is a nonattainment area under the Clean Air Act. Over the
last 20, 30 years, there has been no new facilities produced in those
areas for good reason. As a former member of the Air Resources
Board, I have seen the numbers on reducing emissions, not increas-
ing them. How do we develop the type of reliable sources? Strictly
by bringing in outside sources? Or can we do it internally?

Mr. KELLIHER. Well, that’s one of the challenges. Southern Cali-
fornia does rely very highly on imports. And if you look at another
area that was addressed in the Summer Assessment, New York
City, New York City has a rule, an 80/20 rule that they have had
since the late 1970’s or early 1980’s. Their general rule is 80 per-
cent of the generation of the supply needed to meet New York City
demand has to come from inside New York City, and they want to
limit their dependence on imports to 20 percent. I think that’s
something that is fairly unique to New York.

A load pocket—southern California has a load pocket, New York
City and Long Island have load pockets, load pockets where there
is high demand, very thin margin between supply and demand, dif-
ficulty in adding generation within the load pocket for various rea-
sons but environmental considerations being one of them.

In some of the load pockets, if you see that tight balance, genera-
tion can be a solution. Transmission can be a solution. Sometimes
you need both. Sometimes you need to lean more on one area than
another.

Now in California they do recognize the problem, and they seem
to have an interest in leaning more on a transmission solution than
perhaps a generation solution in southern California. Perhaps Mr.
Mansour can address that in the second panel. But they are signifi-
cantly expanding transmission in California. They are making sig-
nificant investments. In some respects perhaps they are catching
up to—in those investments in areas where there has not been
much in recent years. It really will vary from region to region.

It is an issue that we have to deal with because we’re looking at
the mid Atlantic States where New Jersey regulators, our col-
leagues in the State, argue that there is a very tight supply and
demand in balancing northern New Jersey, but it is very difficult
to build generation in northern New Jersey and they think a trans-
mission solution is necessary more than a generation solution. So
it really will vary. It is difficult to build generation in some parts
of this country.

Mr. BILBRAY. The perception that transmission is the environ-
mental option has kind of run into problems in southern California,
too,kwhere you have a transmission proposal going through State
parks.

Has anybody talked about the fact that in local utilities we tap
into general purpose governments to do siting, but when it comes
to transmission capabilities we don’t draw on the Council of Gov-
ernments [COGs]? We almost leave it up to the project proponent
to find these alignments and sort of like it is their problem, not our
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problem, in government to be able to find the best economic and
environmental opportunity to be able to site these things. Has any-
body talked about including that as the responsibility of the Coun-
cil of Governments?

Mr. KELLIHER. I'm not aware of that.

A lot of utility executives say the reason they don’t build much
transmission—they don’t spend more, they haven’t in the past, it
is the hardest thing to get done. It is easier to build generation
than transmission is what you hear frequently. I think that is one
reason that Congress changed the law and provided for some Fed-
eral siting jurisdiction.

Mr. BILBRAY. As somebody who comes from local government, it
is always easier to say no and how terrible the proposal is to either
put the facility or the transmission capabilities in. But local gov-
ernment and regional government have never been given the re-
sponsibility to be proactive and say, OK, you don’t like this pro-
posal. Where is the best proposal, as you see it, and be proactive
about siting that ahead of time. We site the subdivision, but we
never want to site the transmission lines.

Mr. KELLIHER. Yes.

Mr. IssA. Thank you. You stayed well within the time. I appre-
ciate that.

As promised, we are running out of time because of the vote.

Mr. Chairman, I am going to give you a very few questions and
ask you, if they are yes-nos—which they are not—to answer them.
Otherwise, we will take the rest in writing to allow you not to wait
25, 30 minutes for us to return.

Mr. KELLIHER. Thank you.

Mr. IssA. And my apologies to the ISOs, that it is impossible to
not ask to you please be patient.

In your testimony, you talked about the failure of the two lines
in upstate New York into New York City. It didn’t actually get into
the details of what caused the failures, and I would appreciate if
you would make the record complete by, when available, giving us
more information on the specifics of those failures. Particularly, we
have one—the ranking member has left

Mr. KELLIHER. I will provide that for the record.

Mr. IssA. I appreciate that.

Obviously, one of the questions is one that may be more difficult
and beyond the Assessment. Since these trouble spots have been on
the record 2004, 2005 and now 2006, what is it going to take to
have them removed from X-year? I think we all realize that some
of them are going to be back on in 2007, and the ISOs particularly
today will talk to us a little bit about their regions and how they
are getting out of it.

But to the extent that the FERC believes they know the mini-
mums necessary to take them off the list, that would be helpful
that you give us your vision of it, which would be hopefully similar
to the ISOs.

The growth of renewables in California and the mandating of re-
newables—obviously, we are thrilled to have as much clean renew-
able energy as we can, but I would appreciate it if you would give
your feeling on how it makes reliability more difficult. In California
specifically, where we have a lot of wind, it is reliable that we have
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wind. But that we don’t have it when we need it is also reliability
predictable.

So to the extent you can show the impacts—obviously, that is
going to impact advanced transmission and pump storage and how
the two relate. You don’t have to be exhaustive. I don’t want you
to go beyond what you would give reasonably here today.

Last but not least, in my opening statement or in my opening
sort of question, I said I am extremely interested in how the FERC
is going to, from a process and time line basis, get to valuing pump
storage in order to define what advanced transmission is and why
it can be incorporated at X-price by our ISOs. Because today it ap-
pears as though we have a great relief valve for some of these peak
needs. Unfortunately, if you have a mountain and you have a siting
of a transmission line but you don’t know what the value of that
pump storage is, those projects are not going to go forward.

I know that we will hear from the ISOs, and they will give us
some insight. But to the extent you can show us a process and time
line, that would be very helpful. If you have any responses before
you throw me out of here.

Mr. KELLIHER. Could I respond to those questions for the record
in writing?

Mr. IssA. Absolutely.

With that, I would like to thank all of you for your patience in
advance for about a 20 minute delay, and then we will convene the
second panel. We stand in recess.

[Recess.]

Mr. IssA. This meeting of the subcommittee will come back to
order. I appreciate your patience as we went through our obliga-
flion—the thing that we use as an excuse for rudeness so often

ere.

With that, you have already been sworn in.

Your opening statements, as I said earlier, by unanimous consent
will included in the record.

I appreciate you using roughly 5 minutes.

With that, Mr. Mansour, I guess you get the leadoff; and all you
have to do in your opening statement, of course, is respond to ev-
erything that the FERC had to say earlier. You get that respon-
sibility. Thank you.

Mr. MANSOUR. Do I get the time allowance as well, Mr. Chair-
man?

Mr. IssA. By unanimous consent, so ordered.

STATEMENTS OF YAKOUT MANSOUR, PRESIDENT AND CEO,
CALIFORNIA INDEPENDENT SYSTEM OPERATOR; MARK S.
LYNCH, PRESIDENT AND CEO, NEW YORK INDEPENDENT
SYSTEM OPERATOR; PETER BRANDIEN, VICE PRESIDENT OF
SYSTEM OPERATIONS, NEW ENGLAND INDEPENDENT SYS-
TEM OPERATOR; AND PHYLLIS E. CURRIE, GENERAL MAN-
AGER, PASADENA WATER AND POWER

STATEMENT OF YAKOUT MANSOUR

Mr. MANSOUR. Thank you very much; and good afternoon, Mr.
Chairman, committee members and honored representatives.
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My name is Yakout Mansour, and I am the president and chief
executive officer of the California Independent System Operator
Corp., that I will refer to as ISOs as I go. I joined the ISO in March
2005, so it has been over a year, but I have been intimately in-
volved with the western electricity market for many years.

It is a pleasure and honor to be here today to discuss the elec-
tricity outlook in southern California for the summer of 2006, our
efforts to overcome the challenges we are facing, and the steps that
have been taken to address the long-term needs of California.

Just in case I lose my time allowance, Mr. Chairman, in a nut-
shell, California, since restructuring and actually since the time of
the crisis, has added 14,000 megawatts of new generation. We re-
tired over 6,000 megawatt of inefficient and socially unfriendly re-
sources, old resources already. So the net is 8,500 or so, but the ef-
fect remains that we have 14,000 megawatt of new generation in
California.

$3.5 billion of transmission have already been in the ground and
$4.5 billion have been approved in total, including that $3.5 billion.
In the process as we speak, between the utilities of southern Cali-
fornia, Edison and San Diego, there is about $6 to $7 billion of
transmission projects.

But that is not enough. This is California. That is growing fast.
We are firing on four cylinders at the same time. We are catching
up on a period where investment was not enough.

As was mentioned, there was a lack of investment for a long time
before restructuring, and that is actually what drove restructuring.
We are retiring the old fleet. We are accommodating one of the
most aggressive renewable programs in the country, if not the
most. The fourth one is accommodating one of the strongest eco-
nomic growths.

Compared to a year ago, which is last summer, now this summer
we are about at the same level as we were last summer in terms
of our stress of the grid. From last summer until today, we have
1,900 megawatt of new generation. They are both in the south,
which makes up for more than the retired old, which is about 1,500
megawatt. That is including Mojave in the south and Hunter’s
Point. Both were publicly opposed projects.

Now the net is modest, yes, 300 or 400 megawatts between the
1,900 which is significant and what we have retired. But the fact
remains from last summer until this summer we have 1,900
megawatts of more efficient and reliable generation.

The grid import capability has been increased by about 800
megawatts. Our grid reliability cost, what we call the congestion
cost, have decreased by over 40 percent. In 2004, it was over $1 bil-
lion. Last year, it was around $600 million.

We have a very pleasant increase in the subscriptions to the de-
mand response and interruptible programs, especially those in the
south and those in the north. All are very active and all the partici-
pants are very active in promoting conservation. There are more in-
tensive efforts to promote conservation; and the Governor never
misses a chance to promote conservation, whether at a private
meeting with us or public meetings.

Last year, the State consumers were credited with about 800
megawatt due to conservation. So what does the picture I refer—
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I think someone is operating a computer slide for me. If you could
press the first slide. Next one.

For California overall, the total control area supply is about—
close to 52,000 megawatts, and that is after excluding 4,000
megawatts of outages, possible outages. The most likely demand for
California is just over 46,000 megawatts; and, Mr. Chairman and
members of the committee, we are—I think we may achieve this,
actually, that forecast, by the end of this week.

So that leaves us about 12 percent margin. By the way, we need
about close to 7 percent margin for operating reserve. If we account
for the response of interruptible programs which we only use in
emergencies, that would be 24 percent.

But this is the interesting thing. Those programs, people are paid
actually in advance to be ready to be interrupted if we need them
to. But to do that we have to say it is an emergency so we make
the news, and we have to interrupt, and they make the news again.
It is called then something we lost load, but, actually, they are paid
to do it, and they are part of the program. We would like to see
more of that.

Next slide.

For southern California, the load forecast is about 30,000
megawatts—sorry, 27,000 megawatts; and the resources available
are 30,000 megawatts, as we mentioned earlier, about 10,000
megawatts, 30 percent of that on import. But California and the
West have invested over the years billions of dollars on the trans-
mission grid to make that possible. This is a good thing, because
it capitalizes on the regional diversity both in resources and weath-
er. So that leaves us in southern California 10 percent.

You see the margin between 10 percent and what is needed for
operation is 7 percent is only 3 percent, and that is what we call
tight. If we include the demand response and interruptible pro-
grams, that would be about 20 percent.

The next slide, please.

That is a pictorial that, when we say tight, how tight are we and
what do we mean? The numbers that I've just presented to you rep-
resent the middle part of this graph, the middle bar in this bar
chart. And you can see under the most likely condition the green
line, even with accounting of up to 2,000 megawatt loss of import
capability, we have slightly more than what we need to have. If
you account for the interruptibles, you can almost be close to the
extreme 1 in 10 in terms of load. That is based on additional 1,500
megawatt outage.

Now if you go to the left, things get really extreme. If you have
very high load and you have higher outages on generation and you
have a 2,000 megawatt loss of import, you get closer to the possibil-
ity of tripping firm load. Now how far you go to the left to say we're
comfortable, this is a measure of public policy, how much the public
is willing to spend and the cost to make more available to Califor-
nia in those extreme conditions.

So as operators, of course, regardless of how slim the chance of
the slim conditions is, we prepared for the worst. So what do we
do for the short term?

Next one.



38

For the short term, we’re conducting operator workshops. We
have so far trained over 300 operators nationwide, promoting con-
servation together with all the agencies and the Governor’s office.
We are engaging all the suppliers and the power plants, coordinat-
ing maintenance. We are completing all the upgrades in the grid,
improving communications with LADWP and Bonneville, imple-
menting new market rules, and we are improving the forecast.

For the long term—this is my last piece. Next slide, please.

For the long term, 2007 is likely to be as tight or even a bit tight-
er than we have today, because we don’t have as many generation
plants from last year to now. But we have a break of the deadlock.
The utilities would not go long term because they were not assured
cost recovery, and the market rules that we have today—the origi-
nal market design that we have today before we get to the new
market design doesn’t give them really comfort to invest. So there
is a new proposed ruling from the PUC that will get close to 4,000
megawatts by 2009.

So, hopefully, 2009 for sure, that we are going to be OK. We hope
that we can get some by 2008; 2007 for sure is going to be tighter.
We are going to get the first two.

After that, the transmission development—we don’t call it trans-
mission planning; we call it transmission development—is stream-
lined. We are currently identifying and studying major projects:
Sunrise, Greenpath, Tehachapi and Lake Elsinore. We're talking
about $5 billion, as I said; and the last is the market tools which
is the market redesign and technology upgrade.

In this respect, yes, we're tight under extreme conditions, but we
have plans to minimize the impact and hopefully squeeze by. In
this respect, I am confident we have the ingredients that we need.
The long debates about let us do more studies or, you know, give
us more time to do new things, I think we should be past that.

Overall, I can say, yes, we're tight, but not to the point where
the lights will be off all the time. It is going to be maybe some-
times. Last year, we were as tight. We had one of our best oper-
ations ever. Are we going to have some lights off? Hopefully not,
but we’re prepared to minimize that impact.

Thank you, Mr. Chairman and members of the committee.

Mr. IssA. Thank you.

[The prepared statement of Mr. Mansour follows:]
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Of
Yakout Mansour
President and Chief Executive Officer
California Independent System Operator Corporation
Before the
U.8. House of Representatives
Committee on Government Reform
Subcommittee on Energy and Resources
July 12, 2006
Good afternoon, Mr. Chairman, Committee members and other honored
representatives. Itis a pleasure and an honor to be here today to discuss the

electricity outlook in Southern California for the Summer of 2006.

My name is Yakout Mansour and | am the President and Chief Executive Officer
of the California Independent System Operator Corporation (“California 1ISO” or
“1807). 1joined the 1ISO in May, 2005, but | have been intimately involved with
the Western electricity market for many years.

California’s electricity system is critical to ensuring the safety and economic
health not only of California’s citizens, but of all citizens and consumers in the
Western United States. The ISO facilitates thousands of wholesale electricity
transactions on a daily basis to help ensure that supply meets demand in real
time. Additionally, we ensure a reliable grid through a transmission planning

process and development of transmission maintenance standards.

The California ISO is the largest control area, in terms of load and peak load
served, in the Western Interconnection. It is the only control are that is
completely independent of a financial interest based on how it operates and
meets reliability criteria, and it is dedicated to ensuring a safe, reliable and
affordable transmission system. We are working closely with stakeholders,
California State agencies, federal agencies, our regional partners, and

consumers at large to accomplish these goals.
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| want to report to you that, while more work remains to be done, we have seen
some extremely positive developments in California. From an operational
perspective, 2005 was an outstanding year for the 1SO, in which we met or
exceeded all control performance standards. Our market monitors found the
California 1ISO’s markets stable and competitive for the fourth year in a row. We
have realigned the organization in order to streamline and refocus our work
activities; as a result, we have been able to reduce our budget by almost $13
million and, as a result, file our lowest Grid Management Charge ("“GMC”) since
I1SO start up. The ISO’s filed GMC (on a bundled basis) was reduced 15% from
2005 to 2006 and, over the last three years, has been reduced by 27%.
Improvements and upgrades to the 1ISO-controlled grid are showing their value
as congestion costs have been reduced by 50% in the last year as well. Most
importantly, as | discuss further below, we are seeing continued investment in the
State's critical electricity infrastructure.

| have structured the balance of my testimony to focus on the issues you
requested that | address. First, | provide the ISO’s perspective on 2006 summer
operating conditions. Second, | identify some of the shorter-term strategies and
activities undertaken by the 1SO to prepare for summer and to further reliable
operation of the grid. Third, | will discuss some of the key longer-term strategies
and programs underway in California to address California’s ever-increasing
demand for electricity and the need for new, reliable and environmentally-friendly

resources.

Summer 2006 Loads and Resources Assessment

In April 2006 produced its annual Summer Assessment. The ISO’s assessment
concluded that under the average predicted conditions, the 1SO should have
more than sufficient resources to meet demand, both on a system-wide basis
and in Southern California. While the 1SO's assessment also found that under

more extreme system conditions we couid be presented with reliability
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chailenges in Southern California this summer, | am confident we have sufficient
resources to serve load under a wide range of systems conditions.

The Federal Energy Regulatory Commission’s May 18, 2006 Summer Energy
Market Assessment (“FERC Summer Assessment”), referencing the 1SO's study,
generally concurred with the 1ISO’s findings. In addition, | believe that the
FERC’s assessment is generally consistent with FERC's earlier findings in 2004
and 2005, as well as with the projections made by the California Energy
Commission and the California Public Utilities Commission (CPUC).

As stated above, in April 2006 the 1SO released its ISO’s 2006 Summer Loads
and Resources Assessment. The ISO prepares such an assessment prior to
every Summer and Winter operating season. As shown, the ISO’s assessment
shows that on a system-wide basis, there is sufficient supply capacity to address
ISO control area needs. Under the "most likely” scenario, California’s Operating
Reserve Margin statewide is projected to be approximately 12%; well above the
7% minimally acceptable daily reserve margin. “Most likely” conditions include
average temperatures, all major transmission facilities in service, average
projection of economic conditions, average forced outage rates for generation,

known generation retirements and "most likely” import conditions.

With respect to Southern California, under normal operating conditions we
estimate that we will have a peak demand of 27,299 MW in the area south of
Path 26 (“SP26") this summer. Total generation capacity, including forced and
planned outages, amounts to 19,976 MW and imports are projected at 10,100
MW, leaving 2777 MW in excess or “unioaded” capacity.

It is critical to emphasize that even with the loss of a major transmission line and
higher than expected generation outages, the ISO should have more than

sufficient resources to serve load under the “most likely” conditions and a wide
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range of other system conditions, even without calling on the contracted
interruptible load resources available to the 1SO.

As the FERC assessment has predicted, the capacity picture south of Path 26
may be a source of concern under “extreme” conditions, e.g., unlikely conditions.
“Extreme” conditions are those in which electricity demand is higher than
expected due to extreme weather conditions, such as very high temperatures
and the low availability of hydroelectric resources. Such conditions are typically
referred to as “one in ten” conditions ~ conditions that are likely to exist only in
one out of every ten years. As forecast by the 1SO, demand south of Path 26
could exceed 29,560 MW under such conditions. With a total generation capacity
of 19,976 MW and imports at 10,100 MW, a margin of 516 MW would exist. Once
again, however, such conditions are very unlikely. That notwithstanding, itis
critical that the 1SO develop operating plans that will enable it to operate the grid
safely and reliably. | discuss this issue further below.

I note that subsequent to April we have made certain refinements fo our
assessment. Since we prepared the summer assessment a few things have
changed. First, while we had estimated a net generation addition of 370MW for
Summer 2006, subsequently announced retirements and additions result in a net
loss of generation of 42MW. In addition, the California Energy Commission has
raised their estimate of available Demand Response and Interruptible resources
from 1840MW to 1927MW. The net affect of these changes is insignificant and
does not change the bottom-line conclusions of our earlier assessment.

Under the conditions identified in the assessment, the ISO anticipates that it will
continue to satisfy all applicable reliability standards, as established by the North
American Electric Reliability Council (‘“NERC”") and the Western Electricity
Coordinating Council ("WECC”). The NERC and WECC standards are operating

standards and are meant to define and guide reliable operation of a power
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system on a day-to-day and moment-to-moment basis. The ISO’s loads and
resources assessment is part of a typical planning exercise and the “most likely”
conditions (loads and resources balance) are within generally accepted system
planning standards. Examination of system conditions under “extreme”
conditions is necessary to properly prepare for operations, but no one should
assume that the identified potential supply deficiencies under the “extreme”
system conditions are necessarily a problem that must be entirely addressed
through the addition of new resources, i.e., that the system should be planned to
that level of reliability.

Historically, utilities have added resources in accordance with certain predefined
standards that reflect a set amount of risk of load curtailment. For example,
traditionally, many utilities have built their systems to satisfy a Loss of Load
Probability ("LOLP”) of one-day in ten years. That is, they have added resources
and built infrastructure to ensure that they will not have to drop load more than
one day in every ten years. While not precisely based on such a standard, |
believe the CPUC’s adopted resource adequacy requirements, e.g., the 15-17%
planning reserve margin, are meant to approximate such a standard. | believe
this is an appropriate balancing of risk and costs and that it would be exorbitantly
expensive to build resources and infrastructure so as to either completely
mitigate, or substantially reduce, the likelihood of firm load curtailment. it just
would be too expensive to add resources so as to ensure service reliability one
hundred percent of the time. That would not be a cost-effective approach to both
planning and operating an electric power system and would not be in the best
interest of consumers.

It is also important to remember and consider that operating conditions are
influenced by a number of factors including not only temperature and the
availability of generating resources, but also the operation of transmission
facilities. The loss of a major transmission facility due to mechanical failure,
wildfires, or other contingencies can greatly impact grid reliability by reducing the
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amount of power that can be imported into California or restricting the ISO’s
ability to redispatch the system and transmit power where and when needed.

To that end, since the end of last summer the ISO has focused significant
attention on the development of operating plans and tools to prepare for a
reasonable range of probable conditions, including the adverse system
conditions identified above. Development of these plans and tools is necessary
to ensure that the 1SO can both anticipate, and take timely action to address,
operating conditions on the system. To develop such plans, the I1SO performs
operating studies to determine what facility, if lost, would have the greatest
impact on the ISO’s ability to reliably operate the system. This is often referred
to as the “Most Severe Single Contingency”. A “single contingency” is, for
example, the loss of either a major transmission line or substation, or the loss of

the generating unit.

For purposes of studying Summer 2006 operating conditions, the 1ISO has
identified the loss of the Pacific DC Intertie ("“PDCI") as the “Most Severe Single
Contingency.” The PDCI is a major transmission path that runs from the Pacific
Northwest down to Los Angeles, California, and is critical for bringing required
imports from the Pacific Northwest to areas in southern California. The power
transmitted on the line is used to serve load both inside and outside of the ISO’s
control area. Loss of the PDCI at any time requires that the ISO implement
significant contingency procedures. Since the beginning of this year, outages on
this line have occurred with great frequency. Sixty-four (64) forced outages have
occurred on the PDCI from January 1 through mid-June of this year. . Should
such outages continue they could seriously impact the reliability of power
supplies in California. The 1SO’s study shows that if the PDCl is lost, dispatching
the required amount of energy to make up for the loss would be a major
challenge. If the Southern California load is higher than average, the import
capacity/availability is less than normal, the amount of generation out of service
is higher than normal, or if there is a sustained outage of another major

transmission line, the capacity margins couid be exhausted and the 1ISO may
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have to implement load curtailment to ensure grid stability. This scenario is, of
course, not limited to loss of the PDCI, but recent experience has increased our
concerns about the potential for this to occur. The ISO continues to work closely
with the Bonneville Power Administration, and the Los Angeles Department of
Water and Power, who is responsible for the physical operation of the line, to
identify the causes of the outages and to address operational and
communications issues among the parties. We are encouraged by the concern
that the staffs of Bonneville and LADWP have shown and the steps they have
taken to diagnose issues and improve coordinated operations. | want o
emphasize how crucial this communication and coordination will be going

forward as we meet the challenges of our ever-increasing demand for electricity.

In summary, although both the ISO’s and FERC’s assessment are consistent in
anticipating that electricity supplies will be tight in Southern California in the
summer of 2006 and for the next two years, the iSO should have sufficient
resources to serve load under a wide range of operating conditions. To address
the existing circumstances, the ISO has been working with utilities, generators,
and other control area operators in the West on strategies for the summer of
2006 and beyond.

Short-Term Strategies to Prepare for Summer 2006 Operations

As | explained earlier, since last year the ISO has been preparing the operating
plans and tools necessary to ensure that the ISO can operate a safe and reliable
system. These operating plans and tools are designed to ensure that the ISO
meets all generally-accepted operating standards, as established by the North
American Electric Reliability Council ("NERC”) and the Western Electricity
Coordinating Council ("WECC”). Specifically, the tools and procedures are
designed to allow the ISO to both anticipate and take timely action to address all
operating conditions. Toward that goal, the ISO has developed an operating tool
that will allow the I1SO to determine the resources it will need, both in quantity and

location, to reliably operate the system under various contingencies, including, as
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explained above, the Most Severe Single Contingency. Based on that
determination, the 1SO will then be able to ensure, on a day-ahead and hour-
ahead basis, that all available capacity resources are committed and deployed
effectively to address contingencies, with a specific focus on the SP26 region.

Capacity resources include those made available through the I1SO’s ancillary
service markets, real-time energy market, or pursuant to the ISO’s more general
authority to commit resources under its FERC-approved tariff. In addition, and
perhaps most importantly, as of June 1, 2006, capacity resources procured
pursuant to the CPUC’s “Resource Adequacy” program are available to the ISO
for commitment and dispatch. Under the requirements of that program, load-
serving entities under the CPUC's jurisdiction are required to procure and make
available to the 1SO the capacity resources necessary to serve their load, plus a
reserve margin. | discuss the CPUC’s Resource Adequacy program further
below.

To ensure a complete and thorough understanding of how the iSO intends to
reliably operate the system this summer, the ISO has worked extensively with the
Governor's Office, the CPUC, the Energy Commission and other state entities to
ensure effective and coordinated operations among and between the 1SO and
state entities. Such coordination and communication is critical not only to ensure
reliable operation of the entire system but also as a means to develop and elicit
effective conservation efforts throughout the state. Investor-Owned Utility
administered demand reduction programs have increased approximately 250
MW between 2005 and 2008, offering a total of 1840 MW for this summer.
Furthermore, the ISO has rolled out our annual summer conservation campaign,
which allows the public to know twenty-four (24) hours in advance of when
conservation is needed during specific times and regions of the state. We
estimate that this program alone generated approximately 800 MW on hot days
last year.
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In addition, the ISO has been working closely with all market participants to
ensure that they understand the 1ISO’s operating strategies and plans and can
partner with the ISO in maintaining grid refiability this summer. In early June, the
1SO successfully concluded its “"Summer Seminar” training exercise, involving
participation by over 300 operating personnel from the investor-owned and
municipal utilities and other public power entities. The 1SO also held specific
meetings with the I0Us, municipal utilities and suppliers to share with them our
proposed summer operating plan. These activities have provided valuable
opportunities to communicate information so that all parties are fully prepared for
summer operations.

The ISO has worked closely with the load-serving entities to secure additional
contracted resources (interruptible loads) south of Path 26 for the summer of
20086. In addition, in order to maximize the amount of transmission capacity and
availability into both California and the SP26 region specifically, the ISO is
working with transmission owners to ensure that all maintenance and outage
programs are well coordinated during the summer season and that transmission
projects are completed on time. Working with transmission owners, the ISO has
identified both infrastructure upgrades and “softer” projects, such as remedial
action schemes, that will allow us to import 800 MW more than usual this
summer. In addition, an additional 1400 MW in transmission capacity has been
added this summer.

The IS0 has also worked with neighboring control area operators to discuss
supply and demand outlook and to determine areas of excess/deficient supply.
Finally, the 1SO has worked with both load-serving entities and transmission
owners to develop a plan for interruptible and firm load curtailment should such

actions be necessary in response to “extreme” system conditions.

On the supply side, the 1SO continues to work with suppliers, both public and

private, to ensure a complete and accurate understanding of the anticipated
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operating environment. In addition, in order to maximize the availability of all
supply resources, the ISO is working with the owners of all generating plants to
coordinate all necessary planned outages and to emphasize the need for timely
notification of unplanned outages. The supply community has been very
responsive and | believe the suppliers are a committed partner in ensuring the
reliable operation of the grid this summer.

Furthermore, in anticipation of the possibility of tight supplies this summer and
the need to better position the ISO (and California more generally) to compete for
such supplies, the 1ISO Governing Board authorized, and FERC approved, an
increase in the bid caps in the 1ISO’s markets from $250/MWh to $400/MWh.
Although the increased bid caps are still the lowest among the established
Regional Transmission Organizations (‘RTOs"), | believe the increased bid caps
provide suppliers additional and appropriate bidding flexibility. Such flexibility
should better enable suppliers to cover their marginal costs while securing a
reasonable contribution to their fixed costs. | note that the May 18 FERC
Summer Assessment found that even with the increase the bid caps that average

energy prices have not been affected much.

I am pleased to report that such coordination with market participants has
already paid dividends. On June 22, 2006, the PDCI was forced out of service.
Loads on the system were high as a result of high temperatures. As a result of
PDCI outage, the ISO was forced to cut 600 MW of schedules on the PDCI, thus
limiting the amount of power flowing into Southern California. The ISO
immediately implemented contingency procedures to ensure both the continued
reliable operation of the grid and uninterrupted service to customers. The ISO
dispatched available capacity and system frequency was returned to the pre-
disturbance level within fourteen minutes. In addition, the 1ISO experienced no
overloads on other major transmission paths (frequently, with the loss of a major

transmission line, power will flow onto other in-service lines, potentially causing
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those lines to exceed their rated capabilities). The 1ISO was able to successfully
address this contingency because of prior planning and the fact that it has
previously committed available generation in anticipation of the need. While
such events are not unexpected and all system operators must be prepared to
address such situations, this event provides a good example of the need for good
operational planning and how the ISO is prepared to address contingencies that
may arise this summer.

Long-Term Investment Strategies

Although tight reserve margins exist and are likely to persist over the two years,
investment in California is on the right track. Since 2001, approximately 14,950
MW of generating capacity has been added in California. About 2300 MW of
new generation has been added in Southern California alone since January,
2005. In fact, there was more new generation investment in California in 2005
than in any other regional transmission organization footprint. As FERC
accurately reported in its Winter 2005/2006 Energy Market Update, California
tripled its new investment in power plants since 2004. There were also a
significant number of generator retirements during this period, resulting in a net
loss of generation of 42MW for 2006. However, the replacement of old,
inefficient, polluting plans with clean and efficient units is in itself a benefit to the

State and its citizens.

We are also seeing investments in new transmission infrastructure in the state.
We have been working closely with transmission owners to identify, gain
approval and then accelerate construction of transmission upgrades.
Transmission projects now in the planning stages will not only supply needed
transmission to Southern California, but will help the development of renewable
resources to meet the state’s aggressive Renewable Portfolio Standard for
electricity generation of 20% by 2010. Three important projects that the ISO is
currently studying include the combined Sunrise Powerlink and Greenpath

projects in San Diego and imperial counties, the Tehachapi transmission
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planning effort, and the Lake Eisinore Advanced Pump Storage (‘LEAPS”)
project in southeastern Riverside County. The Sunrise/Greenpath projects would
enable 2000 MW of geothermal and solar resources to come on line. The
Tehachapi project is designed to bring 4000 MW of wind resources to the grid by
2010. The LEAPS project is planned to be able to pump water to an upper
reservoir when electricity is abundant (nighttime) and generate electricity when
needed most (daytime). The LEAPS project would allow 500 MW of energy to be
stored to help address the intermittent nature of the wind resources in the
Tehachapi project was well as to improve water quality in the lake itself. The ISO
is currently studying has not yet made a final determination as to the need for
any of these projects, the ISO is committed to identifying, evaluating and
ultimately, if appropriate, building needed new transmission lines. The
Sunrise/Greenpath project is likely to come before the ISO Governing Board for
approval at its August 3 meeting. The Tehachapi and LEAPS projects are likely
to be addressed shortly thereafter, although the ISO is awaiting certain decisions
from FERC regarding the LEAPS project before it can make a final determination
regarding that project.

In addition, many 1SO stakeholders have identified the cost of transmission
facilities as a significant barrier to the development of renewable generation,
especially in geographic regions with little load but vast potential for renewable
energy supply. In response to this input, the iSO is exploring the development of
a new approach to promote construction of transmission facilities that are
necessary for renewable generating resources. We are now reviewing options
and strategies for new evaluation criteria and cost recovery policies that will
remove barriers to development of renewable generation in the West, including
the possibility of a distinct category for “renewable generator supply transmission
lines” that would be eligible for alternative cost recovery treatment. FERC will

ultimately resolve the policy questions related to these issues.

Finally, in addition to the three major projects discussed above, the I1SO also
anticipates $1.8 billion of additional transmission investment over the next five
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years in Southern California alone. Such new investment will enhance the ISO’s
ability to both import needed power into Southern California, but also to deliver it
where it is needed.

On a long-term basis, the best means to address the tight supply conditions in
Southern California is to create a market and regulatory environment that attracts
new investment in the state’s critical energy infrastructure. | am now more
encouraged than ever that such an environment has now returned to California
and will continue to flourish. Policymakers throughout the state — be it the
Governor's Office, the CPUC, the CEC or other state entity — are on the same
page and through their concerted efforts are creating the policies and rules
necessary to attract new investment.

The Governor's Office is strongly promoting new infrastructure development and
is leading the way in facilitating the development of new, environmentally friendly
new resources. Strongly supported by both the Governor's Office and the State
Legislature, the state’'s Renewable Portfolio Standard (“RPS”) policies are one of
the most aggressive in the country, setting as a goal to have 20% of the state’s
energy requirements satisfied by renewable resources by 2010 and 33% of the
state’s energy requirements satisfied by renewable resources by 2020.

On a broader basis, the CPUC has taken a number of very important steps over
the past few years to establish rules that will promote the development of new
infrastructure in the state. Without question, the best means to secure new
electric infrastructure is to ensure that load-serving entities have both the
obligation and ability (certainty) to enter into secure long-term forward contracts
with suppliers. Such forward contracts provide load-serving entities - and
ultimately consumers - a means to mitigate price volatility and secure stable and
reasonably priced electricity. In addition, such contracts provide a stable revenue
source to fund new investment — a stated prerequisite for investors in today’s
energy marketplace.
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As referenced above, over the past several years the CPUC has adopted, for the
load-serving entities under its jurisdiction, explicit annual and monthly
requirements (“Resource Adequacy Requirements”) for such load-serving entities
to procure the capacity resources necessary to serve their load, plus a
reasonable reserve margin of between 15-17%. In conjunction with establishing
the annual and monthly Resource Adequacy Requirements, the CPUC has also
begun to establish long-term procurement rules that require load-serving entities
to identify the resources or means by which they will satisfy their load
requirements over the next five to ten years.

In a recent draft decision, the CPUC found that 3700 MW of new generation must
come on line by 2009 in order for the state to have adequate capacity and
reserves, in addition to the investments that the CPUC-jurisdictional load-serving
entities are expected to make in renewable resources. In addition, the draft
decision adopts an interim cost allocation mechanism, which will be transitional
until a capacity market or other new market institutions are developed, that
makes the major load-serving entities (the three California Investor-Owned
Utilities) responsible for acquiring new generation capacity, on a temporary basis,
for bundled and unbundied customers. Such rules and requirements are critical
to establishing a regulatory and market environment critical to attracting new

investment.

With respect to the development of new transmission infrastructure, | am very
pleased by the level of cooperation and commitment of the CPUC, the Energy
Commission, and transmission owners in working with the ISO to develop a
viable and sustainable transmission planning and development process in
California. Working with the CPUC, Energy Commission and transmission
owners, | am confident we can construct and implement a transmission

infrastructure process that will deliver real results.
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While we are encouraged by the progress made to date, we undoubtedly must
realize a significant amount of additional infrastructure development o supply the
state’s growing electricity needs. We estimate that demand for electricity will
continue to grow by 1000 MW per year, consistent with demand growth over the
last four years.

Of course, with any mention of long-term strategies, | would be remiss if I did not
mention the ISO’s own efforts to reform its markets. Late next year the 1SO plans
to implement a comprehensive Market Redesign and Technology Upgrade
("MRTU") program that will help inform infrastructure development in California.
The MRTU program, slated to come on line in November of next year, will also
correct flaws in the existing market structure that have existed since the western
energy crisis, strengthen the reliability and efficiency of grid operations, reduce
costs, and guard against “gaming” and market manipulation. Qur proposal has
been under development since 2002 and has been the subject of a extensive
stakeholder process over the last four years and has received conceptual
approved by FERC in four interim rulings. It is based on tried and true market
design features that have been successfully implemented in other markets. More
importantly, the design is predicated on aligning price signals in the market with
reliable operations of the grid. Therefore, the design should further the ISO’s goal
of reducing reliance on the ISO’s spot markets and ensuring that sufficient
resources are procured and made available to the ISO ahead of real-time to as to
reliably serve load on the system. The proposal is currently pending at FERC.

As you may know, a number of parties have raised issues with respect to the
1SO’s MRTU proposal and whether it is compatible with the form and function of
the larger Western electricity market. | can assure you that the 1ISO will not
implement a market design that will inhibit the function of the larger regional
electricity market. Others represent that the 1SO is beholden to a philosophy and
resultant market design that is based on an exclusive reliance on spot market
prices. This is not true. The ISO’s MRTU design is a perfect complement, not
alternative, to longer-term bilateral contracting and will work seamilessly with the
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CPUC's longer-term procurement program. As noted above, the ISO's MRTU
design is based on tried and true principles and designs that align the
requirements of reliable grid operation with market price signals.

In conclusion, the State of California is making progress on four crucial tasks:
building the long-ignored electricity infrastructure; retirement of old, inefficient
facilities; accommodating the most aggressive renewable program in the country;
and meeting the demands of a healthy and growing economy. It will take the
cooperation and coordination of all stakeholders, along with state and federal
policymakers, to ensure that these chailenging tasks can be realized. In the
meantime, one can expect a period of “catch up” reflected by the tight situation
we face this summer and in all likelihood the next two years. The ISO looks

forward to its role in achieving these benefits for California and the western U.S.

1 would like to thank you again for the opportunity to address you today and for
your attention to these pressing issues. | look forward to answering any

questions you may have. Thank you.
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Mr. IssA. Mr. Lynch,

STATEMENT OF MARK S. LYNCH

Mr. LYNCH. Thank you, Mr. Chairman.

My name is Mark Lynch; and I am president and chief executive
officer of the New York Independent System Operator [NYISO].

The NYISO’s mission is to ensure the reliable, safe and efficient
operation of the State’s major transmission system and to admin-
ister an open, competitive and nondiscriminatory wholesale market
for electricity in New York State.

The fundamental importance of system reliability is highlighted
in New York State as home to one of the world’s most important
financial and communication centers. After reviewing the FERC’s
Summer Assessment, we generally agree with the Office of En-
forcement’s findings as they pertain to New York and the potential
risk to be addressed this summer.

It is important to note that New York has a long history of inter-
regional coordination and mutual assistance with our neighboring
control areas, which include ISO New England, PJM, and the Ca-
nadian provinces of Ontario and Quebec. These arrangements are
fundamental to the overall reliability of the region and have proven
very effective in allowing control area operators to manage system
contingencies and respond to system emergencies.

New York State’s generation resources currently meet all appli-
cable standards, including the locational requirements that apply
to New York City and Long Island. The outlook for both New York
City and Long Island has improved for this summer as compared
to last year, though high fuel cost and demand could still yield high
prices there this summer. Long Island has benefited from the oper-
ation of its submarine cable interconnection with New England.
Additional benefits will be achieved when the planned Neptune
cable between PJM and New York is completed.

Notwithstanding an overall positive outlook for the summer, it is
important to note that recent unplanned outages on two trans-
mission cables into New York City occurred following the issuance
of the Summer Assessment. These outages are expected to continue
until early to mid-August and have added to the challenges of deal-
ing with the summer demand in New York City.

The New York ISO has worked with Con Edison to implement
plans to address the situation, and the city continues to meet all
applicable reliability criteria. However, the possibility for voltage
reductions or controlled, localized load shedding remains somewhat
elevated under extreme weather conditions or in the event in the
loss of additional facilities.

In addition to ensuring day-to-day reliability, the New York ISO
is concerned with providing market signals to attract the infra-
structure and investment needed to meet the future demand in
electricity. In 2005, the NYISO conducted the first in a series of an-
nual studies as part of its comprehensive reliability planning proc-
ess. The first draft report recently issued by the NYISO identifies
future reliability needs and finds that resources needed to address
them are either planned or under development. The draft report
also identifies issues and potential risks and provides an action
plan to address those issues.
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Of course, it is important to ask whether the wholesale electric
markets in New York State support and encourage investment in
new generation facilities where they are needed. The answer so far
is a resounding yes.

The location-based approach to pricing energy and capacity pro-
vides detailed price signals about where additional generation is
needed and the likely economic value of that generation. Nearly
5,000 megawatts of new capacity have been added to the system
since NYISO began operation. Generator availability rates have
improved by over 10 percent, which is largely the result of the
NYISO’s capacity market rules that reward high unit availability.
In addition, the NYISO’s demand-side programs, which include
over 1,800 megawatts of resources, have been very successful.

Notwithstanding the success of the NYISO markets in sending
economic signals to incent development, longstanding institutional
barriers continue to impact the development of needed infrastruc-
ture. For example, New York State’s generating siting law, referred
to as “Article X,” expired in 2003 and has not yet been replaced.

The longer-term reliability and economic needs cannot be met
with new generation alone. Further growth of the NYISO’s de-
mand-side programs and improved transmission facilities are also
very important to satisfying continued load growth.

While some transmission capacity has been added in recent
years, overall investment in transmission in New York has been
modest. The difficulty of licensing transmission has long been a
challenging impediment to transmission investment. The backstop
provisions provided by Congress included in last year’s Energy Pol-
icy Act will help alleviate that uncertainty.

In conclusion, the paramount responsibility of the New York ISO
is to ensure reliability of the New York State’s bulk electric system.
Since it began operation in 1999, the New York ISO has fulfilled
this mission without compromise. The markets administered by the
New York ISO have proven not only to be compatible with system
reliability but, in fact, have enhanced system reliability in New
York State by providing the price signals necessary to attract addi-
tional generating capacity, by providing financial incentives for
generating units to maintain a high rate of unit availability, and
by introducing innovative demand-side programs that increase reli-
ability and market efficiency.

As we move forward to address the important challenges that
I've touched upon today, I am confident in the New York ISO’s
ability to meet the reliability needs of New York State while ad-
ministering fair and open and competitive markets.

Thank you.

Mr. IssA. Thank you.

[The prepared statement of Mr. Lynch follows:]
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Introduction

Good afternoon, ladies and gentlemen. My name is Mark S. Lynch, and I am the
President and Chief Executive Officer of the New York Independent System Operator, or the
NYISO. 1 appreciate this opportunity to appear before the Subcommittee on Energy and
Resources in connection with this hearing regarding the reliability of the US electric grid and the
issues highlighted in the Federal Energy Regulatory Commission’s “Summer Energy Market
Assessment 2006,” (“Summer Assessment”) issued on May 18 of this year.

Immediately prior to coming to the NYISO, I was Vice President of the Atlanta-based
Mirant Corporation where I served as President of Mirant New York and Mirant New England.
My experience at Mirant included various aspects of electric generation and transmission. I also
served as Vice President of Power Generation and Delivery for Mississippi Power Company, and
Vice President of Southern Energy. Before becoming Vice President, I held domestic and
international Project Director positions with Southemn Energy. I am a graduate of Villanova
University with a B.E.E. in Electrical Engineering.

NYISO Background

The NYISO is a not-for-profit organization formed in 1998 as part of the restructuring of
New York State's electric power industry. Our mission is to ensure the reliable, safe, and
efficient operation of the State's major transmission system and to administer an open,
competitive, and nondiscriminatory wholesale market for electricity in New York State. In 2005,
the NYISO administered over $11 billion in wholesale electric market transactions. As you
know, we are pervasively regulated by the Federal Energy Regulatory Commission (“FERC”).
As provided in the Federal Power Act, we are also regulated by the New York State Public

Service Commission with respect to certain financings.
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The fundamental importance of system reliability is highlighted in New York State as
home to one of the world’s most important financial and communication centers. Accordingly, it
is appropriate for an inquiry into electric system reliability in New York State to foétis in
particular on the metropolitan area that includes New York City and Long Island, as the Summer
Assessment does. Furthermore, given the long lead time required to develop generation and
transmission resources, a clear understanding of the reliability concerns of New York requires
consideration of both the near-term and longer-term issues confronted by the State.

On a related note, I would like to take this opportunity to express our gratitude for how
quickly FERC, under Chairman Kelliher, has responded to the Energy Policy Act of 2005 and
moved toward mandatory reliability rules for the electric utility industry.

2006 Summer Assessment

As you know, the Summer Assessment deals with those geographic areas and issues of
particular interest to the FERC’s Office of Enforcement for the summer of 2006. After
reviewing the report, we generally agree with the Office of Enforcement’s findings as they
pertain to New York and the potential risks to be addressed this summer.

1t is important to note that the NYISO and its predecessor in operating the New York
State bulk electric system, the New York Power Pool, have a long history of interregional
coordination and mutual assistance through operational coordination agreements with our
neighboring control areas--which include ISO-NE, PIM, and the Canadian provinces of Ontario
and Quebec. These agreements are fundamental to the overall reliability of the region and have
proven very effective in allowing control area operators to manage system contingencies and

respond promptly to system emergencies. By way of example, there were 11 instances between
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2004 and 2006 in which the NYISO provided emergency assistance to a neighboring control
area.

New York State’s generation resources currently meet all applicable standards. These
standards specify the amount of generating capacity that must be available to New York State.
From these requirements, the NYISO also calculates locational requirements for the State’s most
transmission-constrained areas, New York City and Long Island. Sufficient generation resources
exist in both of these locations to satisfy the locational requirements determined by the NYISO
for summer of 2006.

In fact, the outlook for both New York City and Long Island is improved for this summer
as compared to last year. As identified in the Summer Assessment, the recent addition of
1000MW of new generating capacity in New York City has helped to alleviate reliability and
pricing concerns, though high fuel costs and high demand could still yield relatively high energy
prices there this summer. Long Island has benefited from the operation of its submarine cable
interconnection with New England, and we are grateful for the assistance of the US Department
of Energy in facilitating the operation of that facility. Additional benefits will be achieved when
the planned Neptune cable between PJM and New York is completed.

It is important to note that, notwithstanding an overall positive outlook for the summer,
recent unplanned outages on two major subterranean transmission cables into New York City
occurred following the issuance of the Summer Assessment. These outages, which are expected
to continue until early to mid-August, have added to the challenges of dealing with summer
demand in New York City. The NYISO has worked with Con Edison, the local utility that owns
the cables, to implement plans to address this situation, including coordination with neighboring

PIM to address various operating contingencies. The new generating capacity that has been
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brought online in New York City has been helpful in dealing with this situation and the city
continues to meet all applicable reliability criteria. However, the possibility for voltage
reductions or controlled, localized load shedding remains somewhat elevated under extreme
weather or the loss of additional facilities.

Longer-Term Qutlook

While responsibility for the reliable operation of the New York State bulk electric system
is of primary importance on a day-to-day basis, the NYISO is equally concerned with providing
the appropriate market signals to attract investment in energy infrastructure improvements
needed to meet the future demand for electricity.

In addition to the operational coordination agreements noted above, the NYISO also has
in place a number of standing agreements with neighboring control areas to address various
longer-term issues such as inter-regional planning issues and so-called “market seams” issues.
Significant progress has been made under these agreements in harmonizing market rules and
practices, improving communications, and facilitating cross-border transactions which have
improved both reliability and market efficiency throughout the Northeast.

In 2005, the NYISO conducted the first in a series of annual studies as part of its
Comprehensive Reliability Planning Process. This is a collaborative and transparent process,
involving all stakeholder sectors and open to all resources, including demand-side resources, to
meet the future reliability needs of New York State. Through this Comprehensive Reliability
Planning Process, the NYISO has developed a ten-year plan, to be updated annually, which
addresses the long-term reliability needs of the New York State bulk power system. The first

draft report recently issued by the NYISO identifies future reliability needs and finds that the



68

resources needed to address them are either planned or under development. The draft report also
identifies issues and potential risks and provides an action plan to address those issues.

Electric Markets and Reliability

Of course, an important question to be considered is whether the wholesale electric
markets in New York State support and encourage investment in new generation facilities where
they are needed most. While the NYISO-administered markets have only been in operation for a
relatively short time, the answer so far is a resounding “yes.”

The location-based approach to pricing energy and capacity in the NYISO markets
provides detailed price signals about where additional generation is needed and the likely
economic value of that generation. This has proven very effective in attracting developers
proposing new generation projects in New York. Since the inception of the NYISO, there has
been nearly S000MW of new capacity added to the system, with the majority of that capacity
located in the New York City/Long Island region.

Furthermore, the NYISO markets have proven to enhance system reliability beyond the
addition of new generating capacity. Since the beginning of NYISO market operations,
generator availability rates have improved by over 10%, which is mainly due to the application
of the NYISO’s capacity market rules that reward high unit availability. In addition, the
NYISO’s demand-side programs have been very successful, improving system reliability and
helping to lower costs. The NYISO’s various Demand Side Resource programs have grown over
time to include over 1800MW of resources.

The New York electricity markets have been in operation for only six years, but one
study of their effectiveness has already been published. The Staff of the New York State Public

Service Commission recently released a Report on the State of Competitive Energy Markets in
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New York. That Report was consistent with this testimony and found that the wholesale electric
markets operated by the NYISO “are among the most advanced in the nation and that wholesale
competition has led to significant efficiencies.”

Other Reliability Considerations

Notwithstanding the success of the NYISO markets in sending economic signals to incent
development, longstanding institutional barriers continue to impact the development of needed
infrastructure.

New York State’s generation siting law, referred to as “Article X,” expired in 2003 and
has not yet been replaced. This is an issue that urgently requires legislative action. Until the
State Legislature acts to pass a new generation siting law, the State is dependent on the vagaries
of local zoning for the licensing of facilities needed to secure the State’s electricity supply.

But longer-term reliability and economic needs cannot be met through the addition of
new generation alone. Further growth of the NYISO’s demand-side management programs and
improved transmission facilities are also very important to satisfying continued load growth.
While nearly 1000MW of transmission capacity has been added, or is in the process of being
added between New York and other control areas, in recent years overall investments in
transmission have been modest.

Transmission affects many miles of urban, suburban, and rural real estate, and licensing it
has long been a challenging impediment to transmission investment. The “backstop” provisions
that Congress included in last year’s Energy Policy Act will partiaily alleviate that particular
uncertainty, but both federal and state regulators must also find ways to assure regulated
investors of adequate returns if substantial transmission reinforcement is to take place. Merchant

investment will depend, in part, on the ability of developers to obtain long term contracts from



70

load serving entities, and regulators can help in that regard by encouraging regulated LSEs to
enter into such contrac